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Executive Summary

Background

Health insurance companies process Medicare claims under contract
with the government. These contractors are responsible for serving
about 31 million elderly and disabled beneficiaries and insuring that the
over $60 billion in annual payments from the Medicare Trust Funds rep-
resent only expenditures for medically appropriate, covered services.
Most of these contractors are paid for their services on a cost reimburse-
ment basis. In fiscal year 1985, the government paid contractors about
$933 million to process about 330 million Medicare claims.

Under the Deficit Reduction Act of 1984, Ga0 was required to determine
whether (1) the advantages of fixed-price competition justify the
broader use of this method of contracting in the Medicare program and
(2) the Department of Health and Human Services’ (HHS') current
authority is sufficient to achieve increased administrative efficiency
without a change in contracting methods. (See p. 16.)

When Medicare began in 1966, the Congress determined that the use of
cost reimbursement contracts in the program was appropriate, and com-
petition for these contracts generally was not required. HHS was later
given legislative authority to experiment with fixed-price or incentive
arrangements with contractors as a way of potentially reducing costs
and improving program administration. Since 1977, HHS has initiated
eight competitive fixed-price contracts on an experimental basis.

After reviewing the first three experiments, GAO reported in 1981 that a
major change to competitive contracting in the Medicare program was
not advisable. The reports cited many opportunities for HHS to improve
its administration of Medicare using its existing authority. (See p. 15.)

The Deficit Reduction Act gave 1ns additional authority to use competi-
tion on a limited basis to remove poor performing contractors from the
program.

Results in Brief

GAO believes that a major change in the method of contracting used in
the Medicare program is not justified because the competitive fixed-
price experiments have not demonstrated any clear advantage over cost
contracts presently used to administer the program. HHS’ current
authority, if properly used, allows for effective program management
and provides sufficient opportunities to achieve greater administrative
efficiencies.
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Executive Summary

Principal Findings

GAO believes, however, that HHS has not fully used its authority to
remove poor performing contractors from the Medicare program. In
addition, HHS' recent efforts to cut administrative costs are inconsistent
with congressional intent that cost-cutting measures not adversely
affect program payments and the quality of services to beneficiaries and
providers.

Competitive Contracting

While competition generally offers the potential for reducing adminis-
trative costs, GAO estimates that only three of the seven competitive
fixed-price experiments in the Medicare program have actually resulted
in savings. In addition, high payment error rates in two of these experi-
ments resulted in over $130 million in benefit payments errors (both
overpayments and underpayments). Thus, much of the estimated $48 to
$560 million in administrative savings may have been offset by lost pro-
gram dollars.

Moreover, HHS has been successful at controlling Medicare administra-
tive costs using cost contracts—the cost per claim processed has been
steadily declining, and contractor administrative costs currently repre-
sent only about 1.3 percent of program costs. This compares favorably
with the administrative costs incurred by large private insurers, which
is about 7 percent of premium revenues.

More importantly, regular competition would probably increase con-
tractor turnover. This could increase the problems that have been asso-
ciated with changing contractors, such as disrupted services, slower
benefit payments, and higher payment error rates. In addition, the two
experiments in Illinois have shown that the penalty provisions of fixed-
price contracts do not assure prompt correction of deficient contractor
performance, nor do they adequately compensate the government, bene
ficiaries, or health care providers for unsatisfactory performance. (See
p. 22.)

Additionally, competitive fixed-price contracting requires more HHS
resources to manage than cost reimbursement contracts. HHS’ staffing
levels have been declining, and GAO questions whether HHS, without
additional staff, could effectively manage a larger number of competi-
tive contracts. (See p. 24.)
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GAO believes, however, that the authority to use competitive fixed-price
contracting on a limited basis would be desirable. The threat of losing
their contracts through competition has stimulated some cost contrac-
tors to improve performance and reduce administrative costs. Thus, the
limited competitive authority would give HHS leverage in negotiating
with cost contractors and would provide an additional option for
removing poor performers from the Medicare program. (See p. 30.)

Current Authority
Sufficient but Not Used as
Intended

Matter for
Congressional
Consideration

Between 1980 and 1984 HHS consolidated contract territories, thereby
reducing the number of contractors, and made other administrative
improvements. Further, the Deficit Reduction Act increased HHS’
authority to deal with inefficient contractors and the conferees stated
that any cost-cutting measures should not adversely affect program
payments or beneficiary services. HHS recent efforts to further cut
administrative costs are inconsistent with this. (See p. 47.)

Because of budgetary shortfalls, HuS abandoned the traditional budget
negotiation process in fiscal years 1985 and 1986 and reduced the funds
given to each contractor to carry out its claims processing functions.
These cuts were without adequate consideration for individual con-
tractor circumstances, and even the most cost-efficient contractors were
required to reduce their costs. (See p. 47.)

These cuts left inadequate funds to implement additional legislative and
HHS requirements or to process a workload that could exceed projections
by as much as 66 million claims. Because of the limited budgets, contrac-
tors may have reduced their efforts to safeguard the program against
inaccurate and unnecessary payments. In addition, the quality of
services provided to beneficiaries and providers has deteriorated.

(See p. 54

The Deficit Reduction Act authority, allowing HHS to use a limited
number of fixed-price competitions annually to remove poor performing
contractors, expires at the end of fiscal year 1986. The Congress should
consider extending this authority or making it permanent, thereby pro-
viding HHS an additional option for dealing with poor performing
contractors.
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- |
Recommendations

GAO recommends that HHS use a Medicare contractor budget develop-
ment process that places more emphasis on individual contractor cir-

adnad + rt
cumstances to determine more reahotlca}.ly the funds needed to Support

program safeguards and an adequate level of beneficiary and provider
service activities. HHS should also use existing legislative authorities to
remove consistently poor performing contractors from the Medicare
program.

Agency Comments

HHS maintains that fixed-price contracting is superior to the current
method of contracting and that legislative authority to use fixed-price
contracting is necessary for effective administration of the Medicare
program. However, HHS provided no additional information in support of
this position beyond that already considered by GAO.

HHS disagreed with GAQ’s recommendation concerning the contractor
budget process because it believes that contractor circumstances were
adequately considered in developing budgets. GAO identified a number of
contractor-specific factors that Hus did not consider in setting contractor
budgets. Moreover, the conferees for the Deficit Reduction Act empha-
sized the need to consider individual contractor circumstances in devel-
oping their budgets. Also, because of the experience of the Medicare
contractor community, contractor input to the budget development pro-
cess would help assure that the administrative budget is adequate for
carrying out Medicare activities.

HHS generally agreed with the GAO recommendation to remove poor per-
forming contractors from the Medicare program.
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Chapter 1

Introduction

The Medicare Program

Medicare Program
Administration

The Deficit Reduction Act of 1984 (DEFRA) (Public Law 98-369, July 18,
1984) directed us to review the contracting process for administrative
services related to paying claims under the Medicare program. Under
section 2326, we were required to determine

if the advantages of competitive fixed-price procurement! justify the
broader use of this method of contracting in the Medicare program, and
whether the Department of Health and Human Services’ (HHS") current
authority is sufficient to achieve increased administrative efficiency
without the need for a change in contracting methods.

Medicare is a federal program that pays much of the health care costs
for eligible persons—almost all persons 65 and older and some disabled
persons. Medicare was established by title XVIII of the Social Security
Act and became effective on July 1, 1966. The program provides two
basic forms of protection:

Part A, Hospital Insurance, which is financed primarily by Social
Security payroll taxes, covers inpatient hospital services, posthospital
care in skilled nursing facilities, and care provided in patients’ homes
and by hospices.

Part B, Supplementary Medical Insurance, which is a voluntary program
financed by enrollee premiums and federal contributions, covers physi-
cian services and many other health services, such as laboratory and
physical therapy services.

In fiscal year 1984, benefit payments amounted to $41 billion for about
30 million part A beneficiaries and $19 billion for about 29 million part
B beneficiaries. Most of the part B payments—about $14 billion—were
for physician services.

Within HHS, the Health Care Financing Administration (HCFA) is respon-
sible for the overall administration of Medicare, including establishing
the regulations and policies under which the program operates. One of
HCFA’s primary responsibilities is contracting with and monitoring the

'We are using the term “competitive fixed-price” procurement or contracting to refer to competitively
negotiated contracts in the Medicare program. Technically, the terta encompasses both formal adver-
tised contracts and negotiated competitive contracts. The negotiated competitive contract process
does not have the rigid set of formalized procedural steps inherent in formal advertising, and factors
other than the lowest price are used in making the contract award. To minimize the technical lan-
guage, in this report competitive fixed-price procurement or contracting refers to competitive negotia-
tion, not to formal advertisement.
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performance of the insurance companies that process and pay claims
under Medicare law.

Section 1816 of the Social Security Act authorizes HHS to contract with
insurance companies? —called intermediaries—for the administration
of part A, and section 1842 authorizes HHS to contract with insurance
companies—called carriers—for the administration of part B. Both sec-
tions call for the use of cost reimbursement contracts under which con-
tractors are reimbursed for necessary and proper costs of carrying out
Medicare activities, but are not permitted to make a profit. Also, under
procedures established in both sections, competition generally has not
been required when contracting with intermediaries and carriers.

The original Medicare legislation and the accompanying committee
reports reflected the congressional decision that program administration
be carried out by contracting with private organizations that already
served as third-party payers of health care services and performed in
their private business many of the functions that they would perform
for Medicare. Because these organizations had to adjust their systems to
accommodate Medicare’s complex payment methodologies and strict
government reporting requirements for a new program, the Congress
selected cost reimbursement contracts.

Intermediaries are responsible for processing and paying all part A
claims, communicating with providers about the program and changes
to it, and providing other related administrative services. Providers?
generally have the option of selecting the intermediary that will process
their claims, although home health agencies not associated with a hos-
pital are assigned to specific intermediaries. Currently, Medicare has
intermediary contracts with six commercial insurance companies, two
Blue Cross plans, and the Blue Cross and Blue Shield Association, which
in turn subcontracts with 46 local Blue Cross plans. The vast majority of
providers deal with the local Blue Cross plans as their intermediaries.
Intermediaries also process and pay claims for part B services—such as
outpatient hospital services—furnished by providers.

Carriers are responsible for the same administrative functions as
intermediaries, but process and pay part B claims from physicians and

ZAn intermediary does not have to be an insurance company, but all current intermediaries are.

3Under Medicare, providers are defined as hospitals, skilled nursing facilities, home health agencies,
hospices, and comprehensive outpatient rehabilitation agencies,
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Changes in Medicare’s
Administrative
Authorities

suppliers.? Carriers handle all claims in the geographic area—normally a
state—that is covered by their contracts. Currently, Medicare has car-
rier contracts with 10 commercial insurance companies and 29 Blue
Shield plans.

In fiscal year 1984, intermediaries paid about 44 million claims,
including about 12 million for inpatient hospital services, 25 million for
outpatient hospital services, and 5 million for home health services.
Intermediaries were paid $304 million for their efforts. Carriers paid
about 184 million claims and were reimbursed $521 million for their
services.

In fiscal year 1984, intermediary and carrier costs of $825 million repre-
sented about 1.3 percent of total Medicare costs. Other Medicare admin-
istrative costs, including HCFA's expenses, represented an additional 1.2
percent of total Medicare costs.

After the initial implementation of Medicare, the Congress became con-
cerned about the program’s administrative efficiency and the perform-
ance of its contractors. The staff of the Senate Committee on Finance
criticized the inefficient and costly performance of Medicare contractors
in a 1970 report.® The report cited the tremendous variations in per-
formance and cost per claim processed among the carriers and
intermediaries, indicating that the variations were so great that con-
tractor terminations were justifiable. The staff believed that the con-
tinual renewal of contracts for poorly performing contractors was
against congressional intent and that HHS had no active policy of com-
plete and in-depth analysis followed by terminations of poor performers
in favor of better ones.

Although the report did not mention contracting alternatives for part A
services, it did suggest that part B carriers might be compensated on
other than a cost basis (such as incentive payments that would be tied to
performance and cost per claim processed). The staff report led to the
enactment of section 222 of the Social Security Amendments of 1972
(Public Law 92-603, Oct. 30, 1972), which gave HHS the authority to

4Medicare’s definition of physician includes other types of practitioners, such as podiatrists and chi-
ropractors, and its definition of suppliers covers such things as clinical laboratories and durable med-
ical equipment furnishers.

BMedicare and Medicaid—Problems, [ssues, and Alternatives, report of the Senate Committee on
Finance staff, Feb. 9, 1970.
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experiment with incentive reimbursement arrangements and fixed-price
contracts to determine whether such arrangements would induce the
most effective, efficient, and economical performance.

Alternatives for part B contracting were further discussed in the June
21, 1974, report of the Advisory Committee on Medicare Administra-
tion, Contracting, and Subcontracting (the Perkins Committee). The Per-
kins Committee consisted of three members from outside the
government who were appointed by the Secretary of HHS. The Com-
mittee was to consider the most important issues in Medicare contract
administration and recommend improvements. Like the Senate Finance
Committee staff report, the Perkins Committee noted the enormous vari-
ation in administrative costs among carriers. Although given numerous
possible explanations for the differences in unit costs, the Committee
concluded that most of the variation was attributable to the (1) differ-
ences in efficiency among carriers and (2) accounting practices (particu-
larly in accounting for the proportion of a carrier’s costs allocated to its
Medicare business). The Committee concluded that, even if the reason
for the cost variation could not be determined, it was unacceptable.

The Perkins Committee recommendations involved devising methods to
provide incentives to carriers that would substitute for direct competi-
tion. Methods recommended included providing financial rewards,
improved performance measurement, and a workable system for elimi-
nating poor performers. The report cited several advantages to multiple
carrier participation in Medicare and the overall good job that carriers
had done in implementing the program. It also stated that the advan-
tages of private participation in Medicare administration disappear if
each carrier is not given adequate incentive to do the most effective job
possible.

Two factors in the system at that time were believed to work against an
effective system. First, carriers were assigned territories on an exclusive
basis, with no direct competition within assigned areas. Second, they
were reimbursed on the basis of reported costs; consequently, they had
no financial incentive to minimize costs. The Perkins Committee was
apparently reluctant to recommend wholesale competition because of
the potential adverse effects of frequent carrier changes on services to
the beneficiaries. However, the Committee did state that, for carriers
that show significant deficiencies in cost or performance, the short-term
problems of changeover should be outweighed by the long-range bene-
fits of not allowing territorial monopoly. The Committee suggested the
use of competitive fixed-rate procurement where a contract had been
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terminated. It also suggested negotiating fixed-rate contracts with other
carriers.

In 1976, as authorized by section 222 of Public Law 92-603, HCFA sought
proposals from carriers to undertake fixed-rate contracts on a voluntary
basis. While the contractors showed little interest in voluntarily
changing from their cost contracts, Medicare did negotiate one fixed-rate
contract—with Blue Shield of Maryland—and approved another car-
rier’s data processing subcontract under which the subcontractor guar-
anteed that total carrier costs would not exceed a fixed amount per
claim. In a 1979 report on Medicare contracting, we did not consider
either of these agreements to be incentive contracts and concluded that
incentive contracting remained an untried alternative that should be
tested.®

Beginning in 1977 with HCFA's first experimental fixed-price corpetitive
contract for a carrier for Maine—awarded to Massachusetts Blue
Shield—Medicare has awarded eight such contracts under the authority
of section 222.7 These contracts are listed in table 1.1, and competitive
contracting is discussed in detail in chapter 2.

6See More Can Be Done to Achieve Greater Efficiency in Contracting for Medicare Claims Processing,
HRD-79-76, June 29, 1979, pp. 97-112.

"Besides the competitive fixed-price contracts, HCFA has undertaken a noncompetitive fixed-price
contract under part A for the state of New York. The experiment was initiated by the Blue Cross and
Blue Shield Association and the seven Blue Cross plans that acted as intermediaries in New York.
Under the negotiated fixed-price contract, the seven contractors were consolidated. One of the seven
was selected as the intermediary, and the other six obtained subcontracts. The initial experiment
covered the period May 1, 1981, to Apr. 30, 1984, and was later extended to Sept. 30, 1987.
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Table 1.1: Medicare's Competitively
Awarded Contracts

Previous GAO Reports
on Medicare
Contracting

Operational period Number of
State(s) From To offerors
Maine | (part B) 12/1/77 9/30/812 5
llinois | {part B) 4/1/79 4/1/84° 5
Western New York (part B) 6/1/79 9/30/82 6
Missouri (part A) - 7/1/81 9/30/86° 2
Maine Il {part B) 10/1/81 9/30/85¢° 2d
Colorado (parts A & B) 8/2/83 9/30/86 1
lllinois Il (part B) 4/2/84 3/31/87 3
Tri-state— Maine, Vermont and New
Hampshire (part B) 10/1/85 9/30/88 3

Ancludes a 12-month extension.
Pincludes a B-month extension.
®Includes a 12-month and a 15-month extension.

Y0riginally three, but one withdrew.

Section 2326 of DEFRA authorized HHS to award two part A and two part
B competitive fixed-price contracts during each of fiscal years 1985 and
1986. HCFA has not awarded any contracts under this authority. Section
2326 also provided that HHS could limit payments under cost contracts
to “the amount that is reasonable and adequate to meet the costs which
must be incurred by an efficiently and economically operated carrier [or
intermediary] in carrying out the terms of its contract.” HCFA is using
this authority in approving carrier and intermediary budgets under cost
contracts (see ch. 4).

In our June 29, 1979, report (required by section 12 of Public Law 95-
142), we cited many opportunities for HHS to improve its administration
of Medicare contracting and recommended a number of actions to the
Congress and HHS. In that report, we concluded that

a careful and objective evaluation of the competitive fixed-price experi-
ments was needed before making a major change to this method of con-
tracting in the Medicare program;

further experiments were needed to evaluate the feasibility of (1)
merging parts A and B under a single contractor and (2) using incentive
contracts in the Medicare program; and

immediate action (including the implementation of performance stan-
dards) was needed to eliminate the less efficient performers from the
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Objectives, Scope, and
Methodology

program, thereby reducing the unacceptably high number of
contractors.

An important finding of our study was that consolidation of contractor
areas should reduce administrative costs, because contractors, when
assuming additional workloads, incur only incremental costs for the new

suming additional workloads, incur on
workload. That is, the contractor’s fixed costs remain the same and only
its variable costs increase.® We concluded that HCFA had adequate legis-
lative authority to undertake consolidations to achieve administrative

cost savings in this manner. HCFA has undertaken a number of consolida-
tions since our report (see p. 33).

In a follow-up report issued on December 1, 1981 ° we reviewed experi-
mental competitive contracts in Illinois, Maine, and New York. We con-
cluded that to use competitive fixed-price contracting in the Medicare
program, except in experiments, the Congress would have to enact
authorizing legislation. We stated that such a legislative change was still
premature because

a thorough evaluation of the experiments had not yet been completed,
the results of the part B experiments revealed several weaknesses in
HCFA’'s contracting procedures,

more improvements could be made under existing contracting authority
to achieve some of the advantages sought by competitive fixed-price
contracting, and

long-term expectations of cost savings from competitive fixed-price con-
tracting should be viewed with caution because recompeting the con-
tracts might not produce savings.

As specified in DEFRA, our objectives were to study

HCFA’s ability to manage “‘competitive bidding” for agreements and con-
tracts under sections 1816 and 1842 of the Social Security Act, and the
relative costs and efficiency of such competitive agreements and con-
tracts as compared to current “cost reimbursement’ for such agree-
ments and contracts;

S8Fixed costs, such as rent on a building, do not vary with relatively small changes in workload. Vari-
able costs, such as postage and data processing costs, change as the workload changes.

QE_xperiments Have Not Demonstrated Success of Competitive Fixed-Price Contracting in Medicare,
GAOQ/HRD-82-17, Dec. 1, 1981.
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the need (if any) for eliminating the provider nomination procedure
under section 1816(a);

the disparities (if any) in costs and quality of claims processing among
the various entities performing claims processing pursuant to sections
1816 and 1842;

whether HHS' standards for evaluating costs and performance of
intermediaries and carriers are adequate and properly applied; and
whether HHS' statutory authority is sufficient to deal with inefficient
intermediaries and carriers either through the contract negotiation and
budget review process or through the process for termination or non-
renewal of contracts.

In a May 10, 1985, joint letter to the Comptroller General, the Chairmen
of the House Committee on Ways and Means and the Senate Committee
on Finance discussed the requirements of Public Law 98-369. The letter
cited a number of specific issues and concerns that we should address in
evaluating the fixed-price experiments and HCFA's management of cost
reimbursement contracts. Because this letter expanded the scope of our
study, the Chairmen stated that the reporting date called for in the law,
July 1985, could be delayed.

We performed work at HCFA’s central office in Baltimore and at 5 of the
10 HCFA regional offices—Boston, Philadelphia, Chicago, Kansas City,
and Denver. We also met with officials of the Blue Cross and Blue Shield
Association in Chicago and obtained copies of the results of a question-
naire it sent to member plans concerning fixed-price contracting and
HCFA's budgetary process used in fiscal years 1985 and 1986. In addi-
tion, we met with officials of the contractor representative groups (the
Carrier Representative Group and the Fiscal Intermediary Group) and
visited 14 Blue Cross or Blue Shield plans and five commercial insurance
companies that serve as Medicare contractors. We also contacted three
other contractors by phone. The carriers and intermediaries visited,
along with the type of contract they have, are shown in table 1.2.
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Table 1.2: Contractors Visited

Function Type of contract

Name of contractor intermediary Carrier Cost Fixed-price
Commercial insurance

companies: L
Aetna X X X
Connecticut General X X
Prudential 7 X X X
Equitable Life X X
Mutual of Omaha ) X X X
Blue Cross (BC)/Blue Shield

(BS) plans: ‘
BC of Connecticut X X
Associated Hospital Service

{Maine) X X
BS of Massachuselts X X M_)_(
BC/BS of New Hampshire/

Vermont X X X
BC/BS of Rhode Island X X X
BC/BS of Colorado X X X
BC/BS of Utah X X X
BC/BS of Wyoming X X
BC Hospital Service (St_. 'Louis)i X X
BC/BS of Kansas City ' X X
BS of Pennsylvania . X X
BC/BS of Maryland X X X
Health Care Service )

Corporation (lllinois) X X X X
BS of Western New York? X X X

aBS of Western New York's fixed-price contract expired in 1882, and the contractor has had a cost
contract since then.

To address the issues concerning competitive fixed-price contracting, we
reviewed various HCFA and contractor documents and reports pertaining
to the contract award process, the transition from the outgoing to the
incoming contractor, and ongoing cost and performance. These docu-
ments included requests for proposals, contracts, annual contractor
evaluation reports, cost reports, and contract change orders. We also
reviewed the formal evaluation reports on five of the fixed-price experi-
ments prepared by Abt Associates under contract with HCFA. We met
with the project director for these evaluations to discuss the method-
ology and results of the Abt studies and to obtain his views on our meth-
odology for projecting cost savings from the experiments.
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We interviewed five contractors who attended a preproposal conference
{(but chose not to submit an offer) and six unsuccessful offerors in other
competitions to obtain their views on competition and the contracting
process. To estimate the savings realized from the seven experiments
completed or operational as of September 1985, we compared the actual
costs and workloads of the fixed-price contracts with projections for the
outgoing contractor derived through regression analysis.

To evaluate HCFA’s management of cost contractors, we studied the
process for developing and negotiating contractor budgets, reviewing
contractor performance, and dealing with poor performing contractors.
As part of this effort we reviewed administrative budget guidelines, pro-
posed and approved budgets, expenditure reports, correspondence files,
performance standards, results of HCFA's contractor evaluations, and
various processing time and workload reports.

Our work was performed from October 1984 through October 1985 in
accordance with generally accepted government auditing standards.
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Chapter 2

Change to Competitive Fixed-Price Contracting
in Medicare Is Not Justified

We have historically supported the use of competitive procurement by
the government because it helps assure a fair and reasonable price and
quality of services. In our 1981 report on Medicare’s experimental con-
tracts, however, we questioned whether the change to competitive
fixed-price procurement was necessary in the Medicare program. Based
on HCFA's experience to date, we continue to question whether Medicare
should make general use of competitive fixed-price contracting for sev-
eral reasons. First, the frequent use of this method of contracting could
increase Medicare administrative problems, including the risk of poor
contractor performance. Poor performance can result in lost program
dollars through erroneous benefit payments and can also adversely
affect services to beneficiaries and providers. Second, administering
competitive fixed-price contracts generally has consumed more of HCFA's
management resources than cost reimbursement contracts, and suffi-
cient resources may not be available for multiple competitions.

In addition, although competitive fixed-price contracting is one mecha-
nism for contrelling administrative costs, there may be little need for
such a mechanism in Medicare because:

Medicare’s administrative costs are already quite low, representing only
about 2.5 percent of total program costs in fiscal year 1984 (about 1.3
percent for contractor costs). In 1983, large private health insurers
incurred about 7 percent of premium revenues for administrative costs.
DEFRA gave HCFA additional authority to control payments to cost con-
tractors by permitting it to disallow costs that exceed a standard for
efficiency.

The experiments have not convincingly demonstrated that competitive
fixed-price contracts will generate savings. Only three of the seven
fixed-price experiments have resulted in administrative cost savings.
Overall, we estimate that through fiscal year 1984, the competitive
fixed-price contracts have reduced administrative costs by a total of $48
to $50 million. However, high payment error rates in two of these exper-
iments resulted in about $130 million in payment errors (overpayments
and underpayments).

Finally, we continue to believe that HCFA can achieve many of the poten-
tial advantages of competitive fixed-price contracting under the existing
authorities for cost contracting. However, we believe that continued
authority for the use of competitive fixed-price contracting on a limited
basis is desirable. The ability to use competitive fixed-price contracting,
as part of a coordinated management strategy, would give HCFA added
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Competitive
Contracting Could
Increase Medicare
Problems

flexibility and leverage in dealing with the contractor community and in
removing poor performers from the Medicare program.

Whenever Medicare changes contractors, performance problems may
arise, particularly during the early period after the new contract
becomes effective. We believe, however, that the routine use of competi-
tive fixed-price contracting could increase the risks to the Medicare pro-
gram. First, the regular use of competitive fixed-price contracts would
probably increase the number and frequency of contractor changes, thus
increasing the potential for disruption of service, slower benefit pay-
ments, and higher payment error rates. Second, open competition can
result in the selection of inexperienced contractors who may encounter
difficulties while learning the many complex and unigue requirements
of Medicare claims processing, as was the case in the two Illinois
experiments.

Finally, we believe that Medicare has less flexibility under fixed-price
contracts to correct problems that may arise during the performance of
the contracts. Under a fixed-price contract the contractor agrees to pro-
vide the required services at the stated price. If performance is unac-
ceptable, Medicare can penalize the contractor, but this does not help to
process correctly the daily stream of claims. In fact, if a fixed-price con-
tractor is experiencing cost problems, assessing monetary penalties
could exacerbate performance problems. Also, approving contract modi-
fications to overcome performance problems is a more involved process
under fixed-price contracts. On the other hand, we believe Medicare has
more freedom of action in dealing with cost contractors to overcome per-
formance problems. For example, HCFA can increase a contractor’s
budget to enable it to improve its computer system or to hire more staff
to overcome backlog problems.

Overall, the transitional and ongoing performance of competitive fixed-
price contractors has generally been similar to that of cost contractors.
Contractor performance has ranged from satisfactory for both Maine
part B experiments to unsatisfactory in both Illinois part B and the Colo-
rado part B experiments. Performance has been satisfactory in Missouri
and the Colorado part A experiments, and after 6 months of operation,
contractor performance in New York improved to the satisfactory level.

However, the experience under the two competitive fixed-price con-
tracts in Illinois has shown the problems that can arise and the adverse
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consequences of these problems to Medicare, its beneficiaries, and the
providers of health services.

Performance Problems Have
Occurred With New
Contracts

Any change of contractors in the Medicare program can involve prob-
lems because of the inexperience of the new contractor’s staff, unfamili-
arity with the new claims workload, and the possible need to make
conaplex system changes. Problems have occurred to varying extents
under both cost and competitive fixed-price contracts. For example, in
one of the first competitive fixed-price experiments in New York, there
were initial increases in claims backlogs and payment error rates. How-
ever, after 6 months, the contractor was able to correct these problems
and performed satisfactorily through the remainder of the contract
period. Similarly, minor problems occurred when Medicare removed
Medical Services of D.C. and Delaware Blue Shield from the program
and Pennsylvania Blue Shield took over these two areas on a cost con-
tract basis.

On the other hand, the problems that arose under both fixed-price com-
petitions in Illinois were more serious. Under the first contract, average
processing times increased dramatically, as did pending claims backlogs.
Both experiments had extremely high payment error rates. It took over
2 years to get performance under the first Illinois fixed-price contract to
acceptable levels. After a year and a half, the payment error rate was
still unacceptable under the second Illinois contract.

Each of the Illinois experiments involved similar problems. The first
contract was awarded to Electronic Data Systems Federal Corporation
(EDSF) and initially covered the period July 1, 1978, to September 30,
1983. The contract was later extended through April 1, 1984. Although
EDSF had been extensively involved in subcontracting for data
processing operations with Medicare carriers, it had never been a Medi-
care contractor. Illinois II was awarded to Health Care Service Corpora-
tion (1CsC), a Blue Shield plan that was a losing offeror in the first
experiment. HCSC was considered new to Medicare because it had not
been a part B contractor since 1978 and was not completely up to date
on the program changes since that time.

Our 1981 report on competitive contracting covered EDSF’s experience
through June 1981. The report cited the many problems encountered
during the transition from the outgoing to the incoming contractor, as
well as performance deficiencies during the operational period. Two
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major problems cited concerning the transition were (1} EDSF's inexperi-
ence as a carrier coupled with the scope of work involved in the transfer
of two carrier workloads to one and {2) HCFA's insufficient monitoring of
EDSE’s transitional tasks. In 1981, HCFA and EDSF were working on prob-
lems that should have been corrected 2 years earlier during the con-
tract’s transition phase.

As stated, EDSF and HCSC experienced performance problems during their
initial operational periods. As of June 1981 EDSF had failed 55 of 84
standards and was subject to damage assessments of $2.9 million.
Because of EDSF's appeals, the amount of damages was reduced to $2.3
million. The damage assessments may not fully compensate for actual
losses to Medicare because EDSF made estimated payment errors of $67.6
million! during the first 2 years of the contract and beneficiaries and
providers had to devote considerable time and effort to obtain satisfac-
tory settlement of their claims. EDSF's performance improved signifi-
cantly after fiscal year 1981.

HCFA officials stated that the Illinois II transition was very labor inten-
sive, requiring substantial HCFA time and resources. HCFA wanted to
insure that this transition was not a repeat of the EDSF experience. While
all the key tasks were not performed as scheduled, the transition was
considered by HCFA to be a success, and HCSC managed to begin its opera-
tional period on schedule.

During HCSC's first 6 months of operation, it met or exceeded all stan-
dards used to measure the timeliness of claims processing. This seems
noteworthy considering its new staff and the 23-percent increase in
workload over the comparable period with the previous contractor.

However, HCSC failed the standard on quality of claims processing,
which could cause millions to be paid in error. During the first year of
operations, it experienced high payment error rates. Based on projec-
tions from HCFA's part B quality assurance program, HCSC made payment
errors of $65 million during this period. HCFA's evaluation of perform-
ance for April-June 1984 shows that HCSC had a 10.8-percent payment
error rate compared to the contract standard of 1.6 percent and a
national average payment error rate of 1.8 percent for fiscal year 1984,
HCFA assessed damages of $404,000 for fiscal year 1984. Both HCSC and
HCFA took a number of actions, including restructured training, to cor-
rect poor performance in the quality of claims processing.

IPayment errors were about equally divided between underpayments and overpayments.
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Competitive Contracts
Have Required More
HCFA Resources

HCFA data for the year ended June 1985 (the most recent available)
shows that HCSC's payment error rate decreased to 4.5 percent. How-
ever, this error rate—after more than a year of operation—was the
highest of any Medicare carrier and almost three times the national
average of 1.8. We estimate that the Illinois Il experiment saved Medi-

care more than $5 million in administrative costs for the first 8-month
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period of operation, with a potential for much greater savings over the
life of the contract (see p. 29). On the other hand, these savings could be
offset by additional costs resulting from payment errors.

Although the problems that have arisen under competitive fixed-price
contracting are not necessarily inherent to such contracts, we believe
that they illustrate the risks to Medicare and its beneficiaries involved
in this method of contracting. Because of the nature of these contracts,
it is basically the contractor’s responsibility to overcome any problems
that arise and suffer a loss if necessary to do so.

When poor performance occurs in a fixed-price contract, the govern-
ment generally has two remedies. The first is to assess penalties—which
does not assure that problems are corrected and may not fully indem-
nify Medicare for payment errors made. The second is to terminate the
contract—which, considering the long lead times necessary to obtain a
new contractor, is really not a very viable alternative. Under cost con-
tracts, however, the government has more options—assuming funds are
available—to help a contractor overcome problems and keep the pro-
gram operating until a replacement is feasible.

HCFA has learned from the competitive fixed-price experiments and has
attempted to apply these “lessons learned” in its more recent competi-
tions. While some of these lessons relate to technical details of the com-
petitive process and to better contract clauses and requirements, a key
lesson was that HCFA has to devote more resources to awarding the con-
tracts and monitoring the transition phases. For example, after the prob-
lems with the first Illinois experiment, HCFA concluded that in
subsequent competitions it needed to devote more staff to insuring that
new contractors completed all transition tasks successfully. Another
lesson was that any problems that arise during the initial operation
phase can have a compounding effect (for example, as backlogs grow, so
do inquiries from providers and beneficiaries, which in turn increase
workload and can result in further backlogs). HCFA recognizes that it
must devote sufficient staff to monitoring the initial operation phase to
quickly identify budding problems.
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HCFA Has Controlled
Administrative Costs
Without Fixed-Price
Contracting

HCFA's lessons learned illustrate that during the transition and early
operational phases of the contract cycle, the administration of competi-
tively awarded fixed-price contracts has generally required more HCFA
resources than the traditional cost-type contracts. They also pointed cut
that the competitive contracting process requires resources for activities
not normally needed in cost contracting—npreparing requests for pro-
posals, holding preproposal conferences, evaluating proposals, and
awarding contracts. They added that there is very little difference in
HCFA staff resource requirements for cost contracts and fixed-price con-
tracts after the contracts are fully operational. HCFA officials told us
they do not record staffing by type of contract; therefore, we could not
quantify the staffing differences by contract type.

Abt Associates addressed this issue in its 1983 report to HCFA on the
evaluation of part B competitive fixed-price experiments. Abt's analysis
shows that on average, HCRA required an additional 2.5 staff years per
contract year for the four experiments evaluated. Abt pointed out that
the typical experience of these contracts was that they required more
regional effort than did the traditional cost-type contracts.

In the competitive tfixed-price experiments to date, HCFA has been able to
borrow staff from other functions in its efforts to manage these con-
tracts. But 1cFA's staffing has been declining over the past few years,
and HCFA officials told us that they do not have sufficient staff to
manage Medicare contracting under a total competitive environment.

Although competitive fixed-price contracting provides a mechanism for
reducing administrative costs, the need for such a mechanism in the
Medicare program is diminishing. In our June 29, 1979, report on Medi-
care contracting, we pointed out that, since the inception of Medicare,
benefit payments had increased dramatically year after year while
increases in intermediary and carrier costs had been more moderate and
on a cost per claim basis had actually decreased substantially. That
same general trend has continued.,

Between 1980 and 1984, benefit payments nearly doubled from $33 bil-
lion to $59.9 billion, but total contractor administrative costs increased
by only 34 percent trom $614 million to $822 million. The total volume
of claims processed increased steadily during this period.

The individual cost per claim processed for part A and part B have
changed differently—part A has increased slightly over the 5-year
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period, while part B has steadily decreased. Data for fiscal years 1980
and 1984 are summarized in table 2.1.

{Volumes in millions)

Part A Part B
Fiscal year Volume Unit cost Volume Unit cost
1980 ’ 39.8 $5.43 1523 $2.61
1984 50.2 589 2247 2.30

When the effects of inflation are removed, the unit costs for both part A
and part B have actually decreased since 1980. Table 2.2 shows the
change in the adjusted unit costs between 1980 and 1984 in constant
1970 dollars.

Table 2.2: Change in Unit Processing
Costs From 1970 to 1984 in 1970
Dollars

DEFRA Gave HCFA
Additional Authority
to Reduce
Administrative Costs

Cost per claim

Part A Part B
1970 $6.34 $3.16
1980 i ' 254 1.26
1984 ) - ' 2.33 85

These figures show that HCFA has been successful in constraining Medi-
care’s administrative costs and has done so primarily through controls
over the cost contracts. Considering that Medicare administrative costs
represent only 2.5 percent of program costs and that large private
insurers generally incurred about 7 percent in administrative costs in
1983, overall, Medicare’s contract costs do not appear to be unreason-
ably high.

DEFRA gave HCFA expanded authority to control payments to cost con-
tractors. The law gave HCFA the authority to limit payments to the costs
that must be incurred by an “efficiently and economically operated”
contractor. In effect, HCFA can now disallow contractor costs that exceed
a standard for efficiency, thereby preventing cost contractors from
receiving unreasonable payments. This authority, combined with HCFA's
other authorities for cost contracts (see ch. 6), gives HCFA adequate tools
to control the costs of cost contractors and to remove poor performing
contractors from the program.

When HCFA uses the increased DEFRA authority to limit payments to con-
tractors, it should be to reduce payments to inefficient contractors.
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Savings From
Competition Less Than
Projected

However, HCFa has used this new authority to reduce all contractors’
budgets—requiring even the most cost efficient to cut costs further. Use
of the DEFRA authority in this manner may have adversely affected ben-
efit payments (see ch. 4).

Overall, the competitive fixed-price experiments have saved the govern-
ment millions of dollars in administrative costs. However, fixed-price
contracts do not always generate savings. Our analysis showed that the
actual cost of the fixed-price contracts was more than the projected cost
of cost reimburscement contracts in four of the seven experiments com-
pleted or operational as of September 1985 and that ncra has realized
less savings than it originally projected from the seven experiments,
Morcover, the two contracts expected to yield the greatest savings—IIli-
nois I and I1-—had the biggest problems in terms of payment errors, and
any administrative savings may have been more than offset by a loss of
program dollars.

HCFA's original estimates of the cost per claim of the winning contractors
generally were lower then the national average cost and the outgoing
contractor’s cost experience, as shown in table 2.3. The estimates are
based on HCFA's projections of the claims volume for the initial period of
each contract.

Table 2.3: Winning Prices From
Experimental Contracts

National Outgoing

Estimated average contractor’s

price per cost per cost per

Territory . Totalprice  claim claim claim
Mainel B B ,,?,5’235'000,7“,,,, $288 , $ 298 $3.01
lnois 1 _ 41,800,000 203 286 326
New York . 20,296,1;59777 153 279 306
Missouri 7 ) 13,791,1(_)_(1____ 392 540 7 4.54
Mainell o ___9,065,8137\”” 288 268 25
Colorado N -
ParthA . 91,899.886° = 451 5% 5.33
_PatB S 298 281 2.78
llingis Il 29,200,850 1.20 2.37 2.35

“This figure represents the total price for parts A and B.

We do not believe, however, that HCFA's estimating procedures accu-
rately predicted administrative savings under the contracts. This
resulted because HCFA compared the outgeing contractor’s costs to the
estimated cost per claim over the life of the competitive contract. Such a
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procedure does not take into account the experience under the cost con-
tract, which was generally a downward trend in average cost per claim.
Also, HCFA's estimating procedure is sensitive to errors in predicted
workload levels because all of the contracts were awarded on a total
cost, not a cost per claim, basis. Thus, any difference between projected
and actual claims volume directly affects the cost per claim.

HCFA revised its method for projecting savings for the fixed-price experi-
ments, and the current method compares the actual fixed-price contract
costs, including contract modifications, to the average national cost per
claim for each year of the contract. Actual claims volumes are used
where available.

We estimated differences in cost between the cost and fixed-price con-
tracts using a regression model and data from 1970 to 1984. For each
fixed-price contract service area, we computed that area’s trend under
the cost contract, adjusted for inflation, and compared the resulting esti-
mate to actual payments under the applicable fixed-price contract.
These estimates, which were made at the 95-percent confidence level,
predict what the cost would have been if the outgoing contractor had
continued a cost reimbursement contract. We believe this methodology
produces a better cost projection because it better reflects the down-
ward trend in unit costs and actual workloads and includes more rele-
vant factors, including inflation. The actual costs under the experiments
are based on the contract prices and the cost of contract changes
through fiscal year 1984. Table 2.4 shows HCFA’s and our estimates of
administrative cost savings and losses from the competitive experiments
through fiscal year 1984,
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Table 2.4: Administrative Savings
(Losses) From Competitive Contracts
Through Fiscal Year 1984

(Amounts in millions)

Savings {losses)

HCFA HCFA

original current
Territory estimate estimate GAO estimate
‘Maine | (part B) $08 $06  $(0.07) to  $(0.5)
llinois | (part B) ' 39.1 14.3° 377 to  40.1
New York (part B) 15.5 10.2 127 to 17.3
Missouri (part A) 24 71 (1.3) to (5.7
Maine Il (part B) ’ 1.1 (2.5) 48 to (62
Colorado {parts A & B) ' 1.9 (3.1 (1.8) to 2.2
llinois 1l (part B) i 7.1 3.50 55 to 76
Total ' $64.1 $30.1  $481 to $50.4

3Does not include 6-month extension.

hSavings estimated te be $27 million over entire period of contract.

Overall, we estimate that through fiscal year 1984, the competitive
fixed-price experiments have reduced administrative costs by a total of
$48.1 to $50.4 million. This is from $13.7 to $16 million less than HCFA
originally projected. In four of the seven experiments, we estimate that
the costs of the fixed-price contractors were higher than they would
have been had the territories remained under cost contracts.

According to our estimates, the Illinois I and the New York experiments
resulted in the greatest administrative savings. Both of these experi-
ments involved the consolidation of multiple contractors’ territories;
thus, we believe some of the savings can be attributed to economies of
scale. Also, the New York contractor reduced costs by moving its opera-
tion to a more central location, primarily because of the lower wage
rates there. The same strategy of moving to a lower wage rate location
was adopted by the successful offerors for both Illinois contracts.

Cost contractors have also been looking for cost-saving alternatives. In
HCFA's Denver region, for example, three part A contractors and two
part B contractors consolidated their computer systems. Also, one of the
carriers for California relocated to a lower labor cost area to reduce its
costs. We believe that more of these types of actions can be accom-
plished under the cost contracts to achieve savings.

The first Illinois experiment resulted in the greatest administrative cost
savings to the government, and Illinois II has the potential to save even
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more over the life of the contract. However, these two experiments have
also resulted in about $73 million in overpayments; thus, administrative
savings may be offset by excessive benefit overpayments (see p. 23.)

In addition to any administrative cost savings resulting directly from
the competitive experiments, the authority to use fixed-price con-
tracting has indirectly helped HCFA reduce the cost of all contractors.
HCFA officials stated that this authority has provided them with addi-
tional leverage in negotiating with the cost contractors. Some contrac-
tors agreed, pointing out that the threat of losing their territories
through competition has stimulated them to improve their performance
and their administrative costs.

Most Recent Experiment
May Be Less Attractive
Than HCFA Believes

The most recent competitive fixed-price procurement involved a tri-
state area—Maine, Vermont, and New Hampshire. Massachusetts Blue
Shield won the competitive fixed-price contract for an estimated cost
per claim of $1.35. Massachusetts Blue Shield was the fixed-price con-
tractor for Maine I and Maine II while serving as the cost contractor for
Massachusetts. Although the $1.35 per claim price is attractive, it may
not be a realistic estimate of costs under the contract.

Massachusetts Blue Shield anticipated a tri-state procurement and was
willing to absorb short-term, one-time losses to remain a part of what it
believes is HCFA's intent to consolidate carrier areas. Also, officials of the
carrier stated that the fixed-price workload would be processed through
the same computer system used for its cost reimbursement workload.
Thus, the experiment, in effect, is a four-state operation.

As we discussed extensively in our 1979 report on Medicare contracting,
there is a large potential to achieve administrative cost savings by con-
solidating contractor areas. This savings results because, depending on
the extent of workload added to a contractor, its fixed costs remain con-
stant and only its variable costs increase. This concept is known as
incremental costs. Massachusetts Blue Shield officials said that they had
basically made their offer for the tri-state contract based on the incre-
mental costs of adding the workload to their existing workload.

We computed a “‘national incremental cost” for part B claims for fiscal
year 1984 by comparing the increase in part B contract costs from fiscal
years 1983 to 1984 and dividing the difference in costs by the increase
in claims. This resulted in a cost per additional claim processed of $1.40
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in fiscal year 1984 over fiscal year 1983. Thus, the price offered by Mas-
sachusetts Blue Shield ($1.35 per claim) is quite close to the ‘“‘national
incremental cost.” We would tend to attribute a substantial portion of
any savings that result from the tri-state contract to the ability of the
carrier to offer the incremental cost of the new workload rather than to
competition.

Moreover, if the tri-state contract is viewed as a four-state operation
(including Massachusetts) as we believe is reasonable under the circum-
stances, the cost per claim for the four states would be $1.99. This
figure seems more realistic and compares favorably with the national
average estimated cost per claim of $2.30 for fiscal year 1984.

Finally, the estimated unit cost for the tri-state contract of $1.35 is
based on HCFA's workload projection. However, contractor officials
stated that HCFA's projection was too high and, based on their workload
projection, the estimated unit cost would be $1.59. Contractor officials
also stated to HCFA that its low bid was a one-time offer and pointed out
that HCFA should not expect such a relatively low bid for the tri-state
area in the future.

Savings May Diminish With
Recompetition

In our 1981 report, we expressed concern that in cases where true
administrative cost savings are realizable, they are generally realizable
only from the initial contract change. Although these savings should
continue, recompeted contracts or subsequent contract changes may not
produce additional savings beyond those already realized.

We believe that this concern is still valid in light of recompetitions to
date and prognosis for future recompetitions. The administrative cost
savings from competitive contracting stem from several factors, chiefly

replacing high-cost incumbent contractors with more efficient
contractors,

consolidating contractor territories or taking other opportunities to
create internal economies of scale previously unavailable to the incum-
bent contractors,

eliminating or modifying certain contractor functions, and
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« contractors lowering their offers to levels below costs? in order to
become or stay a Medicare contractor or for other longer term

objectives.

Whatever the reasons, greater savings might not occur in subsequent
contract awards. Once an efficient level is obtained, a new award at the
expiration of the contract period might not produce additional savings.
However, many of the problems with contractor turnover could occur
again should a new contractor be selected. Also, to the extent that the
initial award went to a contractor whose price was unreasonably low,
there is a “‘false savings”™ because subsequent awards are likely to pro-

duce a higher price.

As shown in table 1.1, there has been a general decrease in the number
of offerors for competitive fixed-price contracts. The number for the
two recompetitions to date has been reduced from five in the initial
experiment to three and two. In response to the general decline in com-
petition, several Medicare contractors had the following comments:

Contractors believe that HCFA’s intent is to consolidate territories to the
point where there will be only several large regional contractors in the
country.

Contractors are concerned that the larger contractors will win competi-
tive fixed-price procurements by offering prices below actual costs,
hoping that they will later be able to obtain additional funds through
contract amendments.

HHS commented that another reason for the decline in competition is the
advantage of incumbent contractors because of lower transition costs.
HCFA is attempting to deal with this in several ways, most prominently
by eliminating requirements for data entry and claims processing within
the competed territory.

20ften referred to as “‘buying-in.” This concept assumes the contractor knows what a reasonable
offer is, but chooses to bid under that and either take a loss or less profit in order to acguire the
contract. This underbid may be to compensate for known deficiencies elsewhere in the award process
or to gain the perceived long-term advantages of having the contract.

3The savings from eliminating an initial high-cost incumbent contractor would generally always be
there, if such a comparison is made. Subsequent recompetitions may not produce further savings.
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In previous reports to the Congress on Medicare contracting, we made
several recommendations concerning improvements that could be made
under existing legislative authority. Among them were the consolidation
of contractor areas and the replacement of high-cost contractors, both of
which should result in cost savings and higher quality services for bene-
ficiaries and providers. We further stated in our previous reports that:

“A system of strict contract monitoring and budgetary control, followed by a strong
policy of contract termination for poor or marginal performers, can introduce many
of the advantages of competition into the current Medicare environment and meet
the intent of the Congress.*

We believe this position is just as valid today.

Since our earlier reports, HCFA has taken a number of actions in line with
our recommendations and has achieved program improvements under
the cost-type contracts. For example, since 1980, HCFA has consolidated
the areas of several Medicare contractors, primarily to achieve program
efficiencies and administrative cost savings. Consolidations can also be
used to eliminate poor performers but generally have not been used for
this purpose (see ch. 6). Recent contractor consolidations are shown in
table 2.5.

Table 2.5: Consolidations of Contractor
Areas Since 1980

Outgoing contractor Date Incoming contractor

Part A 7 -

Memphis Blue Cross 4/30/81 Chattanooga Blue Cross
ParkeFéburg Blue Cross 9/30/82 Charleston Blue Cross )
Wheeling qué Cross ' o 9/30/82 Charleston Blue Cross

Allentown Blue Cross o 9/30/84 Pittsburgh Blue Cross

ljarrisBurg Blue Cross 9/30/84 Piftsburgh Blue Cross T
Wilkes-Barre Blue Cross o 9/30/84 Pittsburgh Blue Cross

Cleveland Blue Cross - - 9/30/84 Cincinnati Blue Cross o
Columbus Blue Cross ) 9/30/84 Cincinnati Blue Cross

Toledo Blue Cress ) 9/30/84 Cincinnati Blue Cross
annoke BE@—" - 9/_30/84 Richmond Blue Cross T
Part B

Celaware Blue Shield - -7/30/81 Wlsénnsylvama Blue Shield

Medical Services of D~C - 10"/1/81 Pennsylvania Blue Shield
GHI-Florida ' 10/1/82  Florida Blue Shield
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Generally, although we did not evaluate the results, these consolida-
tions were expected to achieve savings for the program because
when a contractor assumes the workload of another, it resuits in
fewer computer systems and a net reduction in personnel and other
overhead items. Pennsylvania Blue Shield’s assumption of the work-
load of Medical Services of D.C., for example, resulted in about $3
million in savings. In fiscal year 1981, Medical Services of D.C. oper-
ated at $4.11 per claim; in fiscal year 1982, Pennsylvania Blue Shield
processed the workload for $2.49. By the end of fiscal year 1984,
Pennsylvania Blue Shield’s unit cost was $2.27 for processing the

same workload.

In addition to the above consolidations, other contractors have volun-
tarily withdrawn from the program because of the increasing com-
plexity and technical requirements, as well as heightened demands for
efficient performance. Certain contractors have also carried out partial
mergers along functional lines such as the bill processing consortia in
the Denver Region, where three intermediaries and two carriers jointly
use one bill processing system and one claims processing system.

HCFA has taken other actions intended to improve the program,
including:

Monitoring key operational indicators to identify poor performers with
consultation and technical assistance provided to deficient contractors.
Where the contractor is unable to improve, it becomes a candidate for
DEFRA section 2326 replacement or administrative removal from the
program.

Consolidating certain functions for greater control and productivity. For
example, two regional carriers have been assigned responsibilities for
processing all claims related to the parenteral and enteral (nutritional)
programs, and by law, home health agency claims will be processed by
10 regional intermediaries. HCFA told us that it is reviewing its opera-
tions for further specialization actions.

HCFA stated that “this multiplicity of approaches permits the evolu-
tionary development of the program in continuing partnership with the
contracting community, while avoiding major disruptions.”

HCFA’s consolidation efforts have reduced the number of contractors in

Medicare from 104 in fiscal year 1983 to 91 in fiscal year 1985. For the
same period HCFA stated that it achieved cost per claim reductions of 27
percent in part A and 15 percent in part B.

Page 34 GAO/HRD-86-48 Medicare Contracting



Chapter 2
Change to Competitive Fixed-Price
Contracting in Medicare Is Not Justified

Medicare Contractors
Generally Oppose
Competitive Fixed-
Price Contracting

Since the late 1970’s, HHS has expressed its desire for broader authority
to award Medicare contracts on a competitive fixed-price basis. In
November 1985, HCFaA officials stated that they continued to believe that
broader authority for competitive fixed-price contracting in the Medi-
care program is appropriate. They said that such contracting provided
them with a vehicle to motivate contractors to meet performance and
price requirements.

We also obtained the views of many Medicare contractors concerning
competitive fixed-price contracting, The Blue Cross and Blue Shield
Association continues to oppose such contracting in Medicare. In
responding to an Association survey, the individual Blue Cross and Blue
Shield plans generally stated that:

Competitive fixed-price contracts offer no advantage to the plans or the
government over negotiated contracts.

The government could save administrative costs through competitive
fixed-price contracting initially, but the periodic disruption of services
to beneficiaries and providers would outweigh the savings.

In a totally competitive environment, the government would eventually
end up with only a few, very large contractors whose presence would
dominate the market and nullify the advantages of competition.

In reference to advantages and disadvantages of competitive fixed-price
contracting in Medicare, the Blue Cross and Blue Shield Association
stated that its

**. .. policy position on the mode of Medicare contracting is that it opposes periodic
fixed price competitive bidding to select Medicare contractors on the basis that com-
petitive bidding does not serve the purpose of the Medicare program - high quality
service to beneficiaries - nor does it promote the most effective management of total
Medicare expenditures. Periodic fixed price bidding ensures that a contractor’s fore-
most priority will be its own financial gain or loss rather than flexible responses to
meet changing program needs and effective program administration. Also periodic
fixed price competitive bidding entails periodic and unavoidable disruptions of ben-
eficiary services, as well as provider relationships, and raises significant potential
for major operational failures. We are in favor of strengthening opportunities to
gain the advantages of competition within a generally stable contractor community,
operating under contractual and financing arrangements which encourage and facil-
itate appropriate balance between efficiency and effectiveness of administration.”

. T ma
Conclusions

The experiments undertaken by HCFA have not demonstrated that com-
petitive fixed-price contracting provides Medicare any clear advantage
over the cost reimbursement contracts presently used to administer the
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program. While competitive fixed-price contracting offers the potential
for reducing administrative costs, we estimate that only three of the
seven experiments have actually resulted in savings. Because of high
payment error rates in two of these experiments, the administrative
savings may have been offset by lost program dollars. Also, HCFA has
been relatively successful at controlling Medicare administrative costs
with the cost contracts—cost per claims processed have been steadily
declining, and contractor administrative costs currently represent only
about 1.3 percent of program costs. DEFRA provided additional authority
to require greater efficiency from contractors and should, therefore,
enhance HCFA’s ability to control administrative costs.

Moreover, the regular use of fixed-price competition would probably
increase the number and frequency of contractor changes, which in turn
could increase the problems associated with contractor turnover, such
as the disruption of services, slower benefit payments, and higher pay-
ment error rates. When problems do arise—as in the two Illinois experi-
ments—Medicare has less flexibility to correct them under fixed-price
contracts. We also believe that HCFA would need additional staff to effec-
tively administer competitive contracts on a broader basis. Accordingly,
we do not believe a major change in the contracting method used in the

Medicare program is justified.

We believe that limited authority to competitively award fixed-price
contracts, similar to the authority provided in DEFRA, could be a useful
tool for HCFA to use when removing poor performing contractors from

the Medicare program.

HHS believes we misinterpreted the provisions of section 2326 of DEFRA.
As HHS interprets the section, it authorizes the use of competition for
cost reimbursement contracts, not competition for fixed-price contracts.
Therefore, HHS concluded, our review of “HCFA’s fixed-price contracting
experiences does not appear to be responsive to the study requirements”
to review HCFA’s ability to manage competitive bidding under sections
1816 and 1842 of the Social Security Act. (See pp. 85 and 86.)

We believe that HHS has authority under section 2326(a) of DEFRA to
enter into fixed-price contracts on a limited basis and that our review of
competitive fixed-price contracts was in keeping with the DEFRA study
requirements. The principal reasons for these conclusions are:
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HHS already had authority under sections 1816 and 1842 of the Social
Security Act before the enactment of section 2326(a) of DEFRA? to use
competition for cost reimbursement contracts. Thus, it is not appro-
priate to interpret section 2326(a) only as providing authority to use
cost reimbursement contracts.

Section 2326(e) requires our study to compare the relative costs and
efficiency of competitive bidding with current cost reimbursement con-
tracts. The only competitively bid contracts available for comparison
were the fixed-price experimental contracts.

The DEFRA conferees instructed us to report with our study any recom-
mendations on the appropriateness of moving from cost reimbursement
to some other basis of payment for claims processing.

Is Fixed-Price Contracting
Advantageous?

HHS disagreed with our conclusion that HCFA’s experiments have not
demonstrated that competitive fixed-price contracting gives Medicare
any clear advantage over cost reimbursement contracts. HHS said that
while all fixed-price contracts have not been perfectly executed, this
related more to HCFA's management of the contracting process, which
has improved and is expected to continue improving. HHS concludes that
fixed-price contracting is superior. HHS based its conclusions on (1) its
estimate that costs per claim processed will be 19.9 percent (40 cents
per claim) lower under part A fixed-price experiments and 13.6 percent
(24 cents per claim) lower under part B fixed-price experiments during
fiscal year 1986 and (2) its observation that the average performance
measures, including payment safeguards and beneficiary service, appear
equal for cost and fixed-price contracts. (See p. 86.)

In this report and in our previous ones, we have consistently stated that
fixed-price contracting holds the promise to contain Medicare's claims
processing costs, OQur concern has been the potential problems that can
arise and, in fact, have arisen relating to the accuracy of payments and
the quality of services to beneficiaries and providers. As stated in this
chapter, it is the risk of performance problems combined with HCFA’s
demonstrated ability to control administrative costs under the cost con-
tracts that leads us to conclude that broad authority for HHS to award
fixed-price contracts is not necessary.

4Section 1816 allows HIIS to exercise discretion in determining whether to contract with a nominee,
and HHS is not prohibited from using competition in selecting a contractor. Section 1842 permits, but
does not require, HHS to contract without regard to certain requirements for competition.
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Regarding HHS' fiscal year 1986 estimated claims processing savings
through fixed-price contracts, similar estimates have been optimistic in
the past. Based on actual data through September 1985, we estimate
that only three of the seven experiments had actually reduced Medicare
claims processing costs. Regarding HHS' statement that fixed-price and
cost contractors, on the average, showed similar performance in the
payment safeguard and beneficiary service areas, it is difficult to com-
pare the two groups based on published HCFa data. Fixed-price contrac-
tors’ performance is measured against the Contractor Performance
Evaluation Program (CPEP) criteria in effect in the year the contract is
awarded. These criteria remain unchanged during the entire contract
period. Cost contractors are also measured against CPEP criteria, but
these criteria change from year to year. Thus the performance criteria
for cost contractors and fixed-price contractors may differ, and HCFA has
not ranked the performance of cost and fixed-price contractors together
in most areas. In one area where both types of contractors are ranked
together, part B payment error rates, for the July 1984-June 1985
period (the latest available), one fixed-price contractor (Maine 1I)
ranked 16th out of 46, another (Illinois II) ranked last, and the third
(Colorado) was not ranked because it submitted invalid data.

HHS also said that having the authority to make changes in contractors
through competitive fixed-price contracting does not mean that the
authority would be used too frequently or in an indiscriminate manner
resulting in high contractor turnover. We did not conclude that HHS
would overuse a grant of authority for fixed-price contracting. We con-
cluded that changing contractors can lead to performance problems, at
least during the initial operational period and that HHS does not need
general authority for competitive fixed-price contracting to manage the
contracting program. We did conclude that limited authority for fixed-
price contracting could be beneficial (see p. 36 and ch. 6).
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Provider Nomination Is Not Currently

a Problem

Provider nomination is the process by which hospitals and skilled
nursing facilities, with HCFA’s approval, may select the intermediary
who will process their claims for payment. HCFA has requested that the
providers’ right to nominate their intermediary be repealed. DEFRA
required us to address the need (if any) for eliminating the provider
nomination procedure. We believe that there are no strong arguments
for changing this process.

HCFA Has Authority to
Control the Provider
Nomination Process

At the beginning of the Medicare program, part A providers were given
the opportunity to nominate the intermediary that would pay their
claims. Using this methodology, the original fiscal intermediaries were
chosen. Hospitals and skilled nursing facilities' may still select the inter-
mediary of their choice, subject to HCFA approval. If HCFA does not
concur, the provider may continue to nominate contractors until one
acceptable to HCFA is chosen.

HCFA does not maintain data on its actions related to original nomina-
tions by providers. However, it maintains data on providers who want
to change intermediaries. During the period April 1, 1982, to March 31,
1984, HCFA received 327 requests from providers for a change of inter-
mediary. HCFA approved 156 of these requests and denied 171. The most
frequently cited reason for the denials (77, or 45 percent) was that HCFA
believed the change would not be in the government’s best interest.

HCFA wouid like to eliminate the provider nomination process and assign
providers to intermediaries without regard to their preferences.
According to HCFA, there is an inherent conflict of interest in allowing a
provider to nominate the organization that is responsible for the pro-
vider’s payment, audit, and cost settlement. HCFA’s position is that the
provider nomination process encourages providers to ‘“shop around” for
the intermediary that gives them the “best deal”— presumably,
intermediaries who pay the most, pay the fastest, and ask the fewest
questions are in great demand among providers.

We asked HCFA officials for any analysis to support their criticism of the
provider nomination process and were told that no such data or study
exists. We believe, however, that even if providers are nominating
intermediaries for inappropriate reasons, HCFA has the authority to deny
the request if the change is not in the government’s best interest. Indeed,

THCFA has the authority to assign intermediaries for home health agencies that are not part of a
hospital. The nomination procedure has never been available to part B providers.
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HCFA denied more requests than it approved in the 2-year period cited
above.

Provider nomination has created administrative problems when HCFA
has attempted to award competitive fixed-price contracts under part A.
In the Colorado and Missouri experiments, providers challenged HCFA’s
legal authority to assign an intermediary without considering the prov-
iders’ right of nomination. HCFA ultimately won the litigation, but the
contracts were delayed and extra effort was expended in the courts.
Thus, similar challenges to the legality of HCFA's assigning providers to
intermediaries could arise if HCFA (1) were to use its experimental
authority in other jurisdictions, or (2) were given the authority to use
competition on a broad scale.

Currently, the temporary authority for using competition under section
2326 of DEFRA allows HCFA to enter into contracts “without regard to the
nominating process.”

Contractor and HCFA regional office officials cited a number of reasons
for retaining the nomination process. For example:

Some providers may want to change intermediaries because they believe
their intermediary is not providing adequate service. HCFA data show
variations in performance among intermediaries indicating that, in some
cases, providers may have good cause for dissatisfaction with some
intermediaries.

Chain organizations with centralized administrative functions may find
dealing with one intermediary more efficient than dealing with separate
intermediaries in each state or contract area where the chain’s facilities
are located. Of the 156 intermediary changes approved in the 2-year
period discussed earlier, 112 (about 72 percent) were approved for this
reason.

Computerized billing is easier if providers can select intermediaries with
the most compatible computer systems.

There appears to be little justification for changing the provider nomina-
tion process at this time. HCFA has not demonstrated that providers are
misusing the process, and the agency has the authority to deny prov-
iders’ nominations if they are not in the best interests of the govern-
ment. Further, provider nomination should not be a problem in
competitive contracting under DEFRA. However, if the Congress gave
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HCFA general authority for competitive contracting, retaining provider
nomination could create problems.

HHS disagreed with our conclusion that there is little justification for
changing the provider nomination process at this time. HHS said that the
process is an unnecessary encumbrance on HCFA’s management and that
there is little justification for retaining it now that all contractors are
required to meet the same performance standards (see p. 87).

HHS provided no further evidence to indicate that the process is an
unreasonable administrative burden, nor did it attempt to refute the rea-
sons cited by contractor and HCFA regional office officials in support of
retaining the process.

While eliminating the provider nomination process might in some
instances ease HCFA management responsibilities, this by itself does not
demonstrate that the process must be abolished. Absent data showing
that the process has adverse effects on Medicare, we are not recom-
mending its elimination.
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HCFA’s Management of Cost Contractors—
Recent Budgetary Actions Adversely Affecting
Program Payments and Services

The Fiscal Year 1985
Contractor Budget Was
Inadequate

As stated in chapter 2, the unit cost of processing Medicare claims has
been steadily declining, and the total administrative cost of Medicare
contractors represented only about 1.3 percent of benefits paid in fiscal
year 1984. In an effort to further reduce program administrative costs,
the Office of Management and Budget (OMB), HHS, and HCFA allowed little
growth in the fiscal year 1985 Medicare contractor budget and virtually
no growth in the amount requested for 1986. These budgets, however,
were inadequate considering the contractors’ costs to implement addi-
tional administrative and legislative requirements and to process a
workload that will be significantly greater than projected for the 2 fiscal
years.

Although DEFRA gave HCFA additional authority to deal with inefficient
contractors, HCFA used this authority to reduce every contractor’s
budget—even those of the most cost efficient contractors—in an
attempt to offset the 1985 and 1986 budgetary shortfalls. Because of the
limited budgets, some contractors have reduced their efforts to safe-
guard against inappropriate payments, and Medicare could lose millions
in erroneous payments. In addition, the quality of services provided to
beneficiaries and providers has deteriorated—contractors are taking
longer to pay claims, claims backlogs are growing, and efforts to
improve communications with beneficiaries and providers have been
impeded.

The administration’s contractor budget request submitted to the Con-
gress for fiscal year 1985 was $917.6 million, an increase of 6 percent
over the fiscal year 1984 budget of $862 million. Considering inflation
and the projected workload growth, the budget was conservative but
probably sufficient. However, the budget was severely strained by
increased costs from changes that occurred after the budget was sub-
mitted to the Congress, including

additional requirements placed on contractors by DEFRA,
additional requirements placed on contractors by HCFa, and
a workload that exceeded projections by 17 million claims, or 6 percent.

We estimate that the potential budgetary shortfall in fiscal year 1985
could have been as high as $48 million.

DEFRA, approved on July 18, 1984, had a major impact on the fiscal year

1985 contractor budget, placing several additional requirements on the
contractors’ 1985 operations after the budget had been submitted to the
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Congress. For example, DEFRA established a 15-month freeze on payment
rates to physicians beginning July 1, 1984. DEFRA required that carriers
monitor physician charges, maintain toll-free telephone lines for partici-
pating physicians, publish a directory of participating physicians, and
perform a number of other related activities. In total, HCFA estimates
DEFRA added about $31.8 million to the costs of contractors’ fiscal year
1985 operations. Because of the additional requirements for the physi-
cian freeze, the Congress did appropriate an additional $15 million
above HCFA’s budget request, resulting in a total 1985 contractor appro-
priation of $932.6 million.

The budget was further affected by additional HCFA requirements placed
on the contractors. OMB, HHS, and HCFA believed that increasing con-
tractor payment safeguard activities could help reduce Medicare out-
lays. Accordingly, HCFA required contractors to expand their efforts to
identify Medicare beneficiaries covered by other insurance (Medicare’s
secondary payer program), to identify inappropriate service (utilization
review), and to audit provider cost reports. Like the DEFRA changes,
these changes were also made after the fiscal year 1985 budget request
was submitted to the Congress.

HCFA budget officials estimate that the additional HCFa-initiated and
DEFRA-required efforts placed $80.2 million in costs on the contractors
above the budget request amount. However, HCFA funded only $31 mil-
lion of this amount—#$15 million from the extra appropriation by the
Congress and $16 million from the contingency fund, which totaled $20
million in HCFA's original budget request. To account for the remaining
$49.2 millipn in excess costs above appropriated funds, HCFA reallocated
money among the contractor budget categories,! with the biggest change
being a $35.7 million decrease in the funds allocated to claims
processing. HHS did not seek a supplemental appropriation for contractor
funding in fiscal year 1985,

1Contractor administrative budgets are generally divided into three categories:

Claims Processing—bill payment activities, case reconsiderations, and hearings and appeals for part
A; and claims payment, reviews and hearings, and beneficiary inquiries for part B.

Program Safeguards—medical review/utilization review and Medicare secondary payer activities for
both part A and part B; and provider audit for part A.

Productivity Investments/Administrative Enhancements— initiatives designed to make Medicare
contractor operations more efficient.
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In the fiscal year 1985 contractor appropriation request submitted to
the Congress, HCFA included about $537 million for claims processing. To
help fund the additional DEFRA and HCFA requirements, HCFA reduced the
claims processing budget to $501 million and shifted the funds to the
other contractor budget categories. Because of the significantly reduced
amount available for claims processing, HCFA abandoned the traditional
budget negotiation process and unilaterally determined the amount each
contractor would receive to process Medicare claims.

In the past, contractors developed budget proposals that reflected their
total administrative costs for processing Medicare claims and related
activities for the upcoming fiscal year. To assist contractors in this pro-
cess, HCFA regional offices provided each contractor with estimated
workloads and benefit payments for the ensuing year and then reviewed
the proposed budgets. According to HCFA regional office and contractor
officials, differences were negotiated with contractors on a one-to-one
basis, and the final budget generally reflected each contractor’s unique
operating conditions.

The fiscal vear 1985 budget process proceeded normally until July 1984,
with contractors submitting their budget proposals. However, to stay
within the reduced claims processing budget request, HCFA determined
the maximurm amount each contractor would receive for this function by
establishing a “‘cost cap.” These cost-per-claim caps were established
using a formula, rather than by evaluating each contractor’s needs and
circumstances. In general, the beginning point for these caps was the
lower of a contractor’s fiscal year 1983 reported cost per claims? or its
estimated fiscal year 1984 cost per claim as of the end of the second
quarter. For this determination, however, the fiscal year 1983 cost per
claim of the highest 80 percent of contractors was first reduced 5 per-
cent, or half of the difference between each contractor’s cost per claim
and the national average cost per claim, which ever was the greater
reduction. The derived cost per claim was further reduced to reflect
HCFA-projected savings from increased use of electronic media
(“paperless”) claims and other initiatives designed to improve con-
tractor efficiency.

HCFA headquarters officials compared the cost per claim derived through
this process for each contractor to the one it submitted in its fiscal year
19856 budget proposal and selected the lower of the two. This cost per

ZFinal contractor cost reports for fiscal year 1983 were the most recent ones available at the time the
fiscal year 1985 cost caps were set.
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regional offices were encouraged to negotiate lower costs with contrac-

tors if possible.

Through this process, HCFA reduced the amounts contractors requested
in their submitted fiscal year 1985 budget proposals by about $40.8 mil-
lion. The individual cost caps became standards against which con-
tractor performance was measured, and HCFA told contractors that
failure to meet these standards could lead to termination of their
contracts.

HCFA Inappropriately Used
DEFRA Authority

HCFA justified the cost-per-claim caps to contractors by citing the provi-
sion of DEFRA which states that HHS should limit payments to contractors
to “the amount that is reasonable and adequate to meet the cost which
must be incurred by an efficiently and economically operated’ carrier or
intermediary. While this provision does give HCFA more authority to
achieve greater administrative efficiency, we believe that the way HCFA
used this authority was inappropriate.

HCFA's methodology for establishing the claims processing caps required
even the most cost-efficient contractors to reduce their costs. For
example, Rhode Island Blue Shield’s fiscal year 1985 cost cap required a
reduction of about $160,000 in claims processing costs (about 6 per-
cent), even though this contractor had the lowest claims processing unit
cost among all carriers in fiscal year 1983 and the second lowest in fiscal
year 1984.

Section 2326(d) provides that in determining the necessary and proper
costs of each contract, the Secretary must take into account the amount
that is reasonable and adequate to meet the costs incurred by an effi-
ciently and economically operated enterprise carrying-out these pro-
grams. Section 2326(d) is aimed at reducing the costs of inefficient
contractors which exceed a standard of efficiency. It does not provide
authority to reduce payment to all contractors whether efficient or
inefficient.

Further, the following statement of the DEFRA conferees when consid-
ering section 2326(d) illustrates that individual contractor circum-
stances should be considered when HCFa determines the amount paid
each contractor,
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“It is the Committee’s intent that the rates paid to contractors take account of their
individual circumstances. Thus such factors as the relative complexity of the claims
to be reviewed, the prevailing wages in the area, the relative need for beneficiary
services, and other circumstances that may legitimately vary from contractor to
contractor should be taken into account in determining each contractor’s reasonable
operating costs.”

We do not believe that the formula HCFA used to reduce claims
processing costs adequately considers individual contractor circum-
stances. For example, in establishing the cost-per-claim caps for contrac-
tors, HCFA assumed that each contractor could and would process the
workload increase between 1984 and 1985 at 75 percent of that con-
tractor’s base unit cost for 1984. This assumption requires the same
level of productivity among all contractors. A July 1985 HCFA task force
report shows that this is not the case. Based on a study of productivity
at selected contractors, the task force concluded that there are signifi-
cant differences in productivity caused by differences in bill mix, levels
of paperless claims received, and percentage of claims submitted by
physicians. Further, a standard assumption about volume economies
does not take into account the difference in each contractor’s fixed price
per claim for such factors as data processing subcontracts and personnel
costs, which cannot be easily changed in the short term.

Similarly, in establishing the 1985 unit cost caps, HCFA projected the
same growth rate in the workload for all intermediaries and the same
rate for all carriers. The internal HCFA task force report points out, how-
ever, that the actual workload growth rate for individual contractors
can vary significantly from the national figure. The task force recom-
mended that budget officials take steps to provide more accurate fore-
casting of individual contractor workloads.

HCFA also used the same savings estimates for all contractors (based on
expected improvements during fiscal year 1985) in arriving at the cost-
per-claim caps. In developing the caps, HCFA uniformly reduced all
intermediaries’ costs by $.10 per claim and all carriers by $.03 per claim
for savings from implementing certain prescribed efficiency initiatives.
However, not all contractors could expect this level of savings. For
example, correspondence from one intermediary showed that these cost
saving initiatives had been implemented in prior fiscal years, and the
residual savings would be only about $.01 per claim. (Correspondence
from another intermediary showed that the same situation occurred
when HCFA established the fiscal year 1986 cost caps.)
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The following written statement by an official of Massachusetts Blue
Shield summarizes the views of many Medicare contractors on HCFA’s
cost-per-claim caps:

“Cost contracting which includes targeted costs or costs with a cap could work.
However, it will not work by putting all contractors (high cost and low cost) in the
same category and mandating cuts on a national basis without comprehending the
impact it will have on the individual contractor or [Medicare]in general. The need to
address high cost contractors or poor performers must be handled on an individual
basis and cannot be mandated ‘across the board’ if it is to be equitable.”

HCFA Underprojected the
Fiscal Year 1985 Workload

The fiscal year 1985 contractor budget for claims processing, already
strained because of questionable cuts, was further affected by a greater
than projected growth in the claims workload. HCFA originally projected?
that the part A bill workload would grow by 7.7 percent, from 52.6 mil-
lion bills in 1984 to 59.1 million in 1985 and the part B claims workload
would grow by 11 percent from 227.6 million to 253.8 million claims.
Based on contractor experience through September 1985, the actual part
A and part B workloads were 59.5 million bills and 270.8 million claims,
respectively. This represents a 17.4 million (6-percent) net increase in
claims over the level used to establish the cost-per-claim caps. HCFA esti-
mated the cost of processing these additional claims at $14 million. To
help offset these additional costs, HCFA used the $4 million remaining in
the contingency fund, increasing the funds available for claims
processing from $501.6 million to $505.6 million. A HCFA budget official
told us that the agency attempted to defray about $6 million of the
remaining $10 million by allowing contractors to backlog claims

(see p. 59).’

Exact Shortfall for Fiscal
Year 1985 Difficult to
Determine

As discussed, a conservative contractor budget request for fiscal year
1985 was affected by several factors after the budget was submitted,
and HCFA did not seek additional appropriations to offset these affects.
Table 4.1 shows the financial effect of these factors.

3These projected growth rates did not factor in the claims workload previously processed directly by
HCFA, but being transferred to contractors in fiscal year 1985. Also, the fiscal year 1984 workloads
used in these projections were estimates, not the actual workloads.
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Table 4.1: Financial Effect of Additional
Requirements on the Fiscal Year 1985
Medicare Contractor Budget

(Amounts in millions)

HHS/HCFA contractor budget request $917.6
|:,h;:fdditional HCFA and DEFRA requirements $80.2

Unprojected workload 100 90.2
HCFA estimate of total requirements 1,007.8
Less:

HCFA cost reductions/reclassification 26.5

Amount appropriated 9326 —959.1
Potential shortfall $48.7

HCFA budget officials stated that most of the potential shortfall was
offset by the “savings” from capping claims processing budgets. Based
on their analysis of contractor interim expenditure reports through the
end of fiscal year 1985, these officials estimated in October 1985 that
the actual shortfall should be about $10 million.

On the surface, this shortfall (about 1 percent of the total budget of
$932 million) does not appear significant considering the additional
requirements placed on the Medicare contractors. However, we do not
believe the $10 million figure accurately represents the financial condi-
tion of the Medicare administrative budget because contractors may not
be reporting their actual costs.

HCFA has encouraged contractors to report only those costs that are con-
sistent with the capped budgets. For example, a record of a telephone
conversation between a HCFA Region VIII budget official and a contractor
shows that the contractor was informed that it would receive additional
funding for the unprojected fiscal year 1985 workload based on a rate
equal to 75 percent of its unit cost cap. The contractor officials were
instructed not to exceed this approved amount on their interim expendi-
ture report, but were told that they could report the actual costs for the
incremental workload on the final administrative cost report—as long
as the actual costs reported “do not exceed their unit cap.”

In response to a Blue Cross and Blue Shield Association questionnaire,
this same contractor stated that cost caps “have not improved con-
tractor efficiency one iota. They have only served to cause more con-
tractors to further subsidize . . . the Medicare program.”

We found other examples of contractors being asked to “absorb” costs,
For example:
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Fiscal Year 1986
Budgetary Shortfall
Could Be Much Greater
Than That in 1985

A HCFA Region V contractor requested $188,600 to process the
unprojected workload. In discussing this request, a regional memo to
HCFA's central office points out that the requested amount is based on
the contractor’s capped unit cost; based on the actual unit cost, the con-
tractor would require $388,600. The memo states that the “contractor is
expected to absorb the $200,000” difference.

A HCFA Region VII contractor, in a July 30, 1985, letter, officially
requested an additional $527,000 to process the unprojected workload.
The letter states, however, that the requested amount is based on the
unit cost cap and that “‘based on full-absorption accounting, ignoring the
cost cap, we project that our total costs . . . will be $615,000.”

A HCFA Region VIII contractor showed us two sets of cost reports—one
prepared for HCFA based on the unit cost cap, and one for the con-
tractor’s records based on actual costs. A comparison of the contractor’s
actual cost report covering the period ending June 1985 and the interim
expenditure report submitted to HCFA for the same period indicated that
the contractor absorbed $99,396 in claims processing costs.

Some contractors told us that they are absorbing costs because they do
not want to fail their performance evaluations and risk having their con-
tracts terminated.

HCFA had not received or analyzed all the final administrative cost pro-
posals for fiscal year 1985 at the time we completed our work.

The consensus among Medicare contractors is that, while the fiscal year
1985 budget was inadequate, the HHS fiscal year 1986 budget request
submitted to the Congress was seriously inadequate. The $935 million
budget—only $2.4 million greater than the 1985 appropriation—
appears to be insufficient in light of significantly increased workloads
now being projected and even greater demands being placed on the con-
tractors for fiscal year 1986.

The HCFA/HHS budget proposal submitted to OMB requested $957.1 mil-
lion, and this budget request was prepared before the claims volume
surge that occurred during fiscal year 1985. The HCFA budget included a
request of $568.5 million* to process 315 million claims. Based on the
increased 1985 workload and HCFA's projected growth rates for 1986, we

4This amount includes $39.9 rillion for fixed-price contracts that were expected to be awarded under
the DEFRA authoerity. The budget submitted to the Congress made no provision for such contracts.
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now estimate that the fiscal year 1986 workload could be about 363 mil-
lion claims.

OMB cut the HHS/HCFA budget proposal by $22.1 million to $935 million.
At the same time, OMB increased program safeguard, productivity
investment, and other requirements. The net effect of the cuts and shifts
in funds was to reduce the amount HCFA requested for claims
processing—an amount that in our opinion was already insufficient—
by about $89 million from $568.5 to $479.4 million.

To put this request for claims processing funds in perspective, table 4.2
shows the total workloads and claims processing budgets for fiscal years
1984-86. As can be seen from the table, under the fiscal year 1986
budget request, contractors would be expected to process about 89 mil-
lion more claims than they did in fiscal year 1984, but would be given $5
million less to do it.

Table 4.2: Claims Processing Workload
and Funding

(Workload and funding levels in millions)

Claims

processing
Total funding Cost per
Fiscal year N workload levels claim
1984 274 $484 $1.77
1985 B 330 506 1.53
1986 363 479 1.32

A HCFA budget official told us that after the fiscal year 1986 budget sub-
mission, HCFA reallocated $19.5 million from other budget categories for
claims processing, increasing the budgeted amount for this function to
$498.9 million. In addition, he said that other program and economic
changes added an estimated $67.4 million to HCFA’s original budget esti-
mate. These changes included increased postage rates, increased audit
requirements, and increased initiatives to reduce Medicare overpay-
ments. HCFA offset some of these increases by eliminating certain pro-
ductivity investments and other planned initiatives, but the budgetary
shortfall is still significant.

Table 4.3 shows the effect of all the changes discussed above on the
original HCFA budget estimate, and our estimate of the potential budg-
etary shortfall based on HCFa budgetary information for fiscal year 1986
as of October 1, 1985.
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Table 4.3: Original HCFA Budget
Request and Subsequent Changes,
Fiscal Year 1986

(Amounts in millions)

HHS/HCFA proposed budget submitted to OMB $957.1
Plus:

Additional OMB requirements $67.0

Increased workload 10.4

Other increases 67.4 1448
Estimated reguirements (gross) 1,101.9
Less:

Reduced requirements/other savings -39.6
Estimated requirements (net) 1,062.3
Less: OMB budget request —-935.0
Potential shortfall $127.3

HCFA officials acknowledged to us that the $935 million was inadequate,
noting that to stay within the budgeted amount would require even
deeper cuts in contractor operations through the use of statistically
determined cost caps. Most of the cuts were projected for claims
processing ($50 million), but because of the size of the potential
shortfall, cost caps were developed for other budget line items as well.

HCFA developed the fiscal year 1986 cost-per-claim caps with virtually
no input from contractors and with little consideration for their indi-
vidual circumstances.’ In his May 8, 1985, testimony on the fiscal year
1986 budget, the representative for nine commercial insurance Medicare
contractors told a subcommittee of the Senate Committee on Appropria-
tions that HCFA acted unilaterally in establishing the budget, using:

‘... an arbitrary and inequitable formula to distribute inadequate funds, despite
provisions to the contrary in the Medicare contracts. Qur contract provides that the
contractor ‘shall submit to the Health Care Financing Administration . . . a budget of
its estimated administrative expenses for a period corresponding to the Federal
fiscal year.” Further, it provides that ‘[t}he Secretary and the Carrier shall negotiate
the amount of the annual budget . . . based on the amount submitted by the Carrier
in an amount calculated to pay the costs of administering the Carrier’s contract.’
Aside from its existence as a binding contractual requirement, this approach makes
sense because the contractor’s on-the-job experience is considered in the budget
process.”

HCFA budget officials told us that the formula used to establish the cost
caps was a method for spreading the estimated budget shortfall among
all the contractors.

5In September 1985, HCFA did adjust the claims processing caps to more closely reflect each con-
tractor’s actual workload growth rate.
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Budget Cuts Affecting
Program Payments and
Beneficiary Services

Because of the radical cuts that would have been required, the con-
tractor community was vocal about the inadequacy of the fiscal year
1986 budget. After receiving HCFA’s proposed unit cap for claims
processing, 72 of the 104 contractors indicated they would not be able to
operate within HCFA’s capped amounts. About 70 percent of the 72 con-
tractors submitted two budgets for claims processing costs—one consis-
tent with HCFA's cap, and one showing their estimate of actual costs.

Actions in the Congress also recognize that the fiscal year 1986 budget
request of $935 million was inadequate. The House Committee on
Appropriations-approved bill provided $972 million. The Committee’s
September 26, 1985, report states, ‘“While the Committee fully supports
efforts to manage the contractor program in the most efficient manner,
it does not believe that the FY 1986 budget estimate is realistic.”

The Senate Committee on Appropriations-approved bill provided $9856
million for the Medicare contractors. The committee’s October 4, 1985,

report states:

“The Committee believes that an adequate funding level for Medicare administra-
tive functions is essential to maintaining the integrity of the Medicare Program and
to assure the timely and accurate processing of claims. Further, the Committee
believes . . . that first priority should be given to the claims payment functions to
reduce claims backlogs and to prevent any further deterioration in the quality and
timeliness of claims processing functions.”

HCFA’s recent cutbacks in the Medicare contractor budget are limiting the
contractors’ ability to safeguard Medicare against inappropriate pay-
ments and are causing a deterioration in services to beneficiaries and

providers.

In recent appropriations hearings, contractor representatives testified:
“This cost-cutting, which has been mandated by HCFA, is passing the breaking
point. Cuts of this magnitude are causing substantial damage to the Medicare pro-

gram in terms of quality of service, and ironically these cuts can actually cause cost
increases.”

They also said that:

*The funding . . . proposed in the Administration’s FY 1986 budget will demand cost
reductions which far outstrip the ability of the contractor community to meet
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through increased operating efficiency. As a result, there is a high risk of a deterio-
ration in service to beneficiaries and providers and a diminishment in the capacity
of the administrative structure to control benefit payouts.”

HCFA's budgetary actions and their impact on the Medicare program are
contrary to the concerns of the DEFRA conferees, as reflected in the con-
ference report on DEFRA:

“The conferees want to urge that any cost cutting measures be implemented in a
careful manner with the understanding that the processing of medicare claims is an
important function and that savings measures not undermine beneficiary services,
professional relations, productivity investment or program safeguards.”

HCFA’s stated objective of protecting Medicare dollars by increasing con-
tractor payment safeguard activities—such as utilization review, audit,
and Medicare secondary payer—is good. However, funding payment
safeguard activities through severe cuts in the claims processing budget
is a counterproductive way of trying to meet this objective. In addition,
some contractors have cut back their payment safeguard efforts because
of the overall limit on administrative funds available for this purpose.

Cuts in Claim Processing
Funds Increase Risk of
Erroneous Payments

HCFA and contractors point out that the claims processing function
involves more than receiving, processing, and paying claims. A very
important part of this function is ensuring the accuracy of the payments
made. This involves a myriad of edits—both automated and manual—to
ensure that services are covered, that charges are reasonable, that the
claim is not a duplicate, and that numerous other payment criteria have
been met.

Based on the results of a recent study, HCFA estimates that about 30 per-
cent of contractor claims processing costs are used to deny claims using
the above-mentioned screens. The study, done by five part B contractors
(representing about 25 percent of the part B claims processed), also
showed that the $28.6 million in fiscal year 1984 claims processing costs
spent on these screens resulted in about 32.5 million denied claims,
potentially saving Medicare over $922 million—a savings ratio of over
32to 1.

While the contractors who performed the study cited qualifiers that
probably limit the precision of the dollar savings projections, we believe
that the claims processing edits are a necessary and cost-effective way
to reduce erroneous Medicare payments.
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We also believe that the actual and proposed cut of about $90 million in
claims processing funds over fiscal years 1985 and 1986 may limit con-
tractors’ ability to prevent these erroneous payments. For example, one
of the five contractors who participated in the HCFA study stated in
response to the Blue Cross and Blue Shield Association questionnaire
that the cost-per-claim cap received from HCFA for fiscal year 1986
requires them to eliminate any cost containment prepayment screens
that are not mandated by HCFA. While the contractor said that its non-
mandated screens saved Medicare an estimated $65 million in benefit
payments in fiscal year 1984, the contractor felt it can no longer afford
to do more than what is required. Thus, cuts in the claims processing
budget could actually be costing Medicare much more in erroneous pay-
rents than is being “‘saved” in administrative costs.

In addition, although HCFA intended to increase the program safeguard
activities by transferring claims processing funds, the budget cuts may
have had the opposite effect. For example, HCFA Region VII officials
informed the central office in an August 1985 memo that they were pro-
Jjecting a budget shortfall for fiscal year 1985 of $2.9 million, including
underfunding of about $1.3 million for claims processing. The memo
stated that regional officials would shift about $470,000 in audit funds,
part of which became available when they “halted all audit subcon-
tracts that have not been started.”

The cuts in contractor claims processing budgets have had another
potentially adverse affect on both program payments and administra-
tive costs. An internal HCFA task force report states that because of the
budget restrictions, contractors have reduced the level of educational
programs and materials previously made available to providers. This
may result in billing and processing problems, such as incorrectly pre-
pared claims forms, and increased payment adjustments resulting from
them. One contractor made this point in its response to the Blue Cross
and Blue Shield Association questionnaire:

“The cap does not allow for any provider servicing costs, particularly seminars for
physician office staff, provider manuals or bulletin notices. With the multitude of
significant changes during the past 3 years, and the traditional high turnover of
office staff within physician offices, it is becoming very evident that many of the
claims processing difficulties contractors are experiencing are a direct result of
providers’ inappropriate billing techniques. Further, this weakness in professional
relations undermines support for the [physician] participation program.”

And another contractor stated:
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**. .. maintaining good provider relations may not be possible with limited funds.
This could then impact the quality of claim submission, reduce our high percentage
of assigned claims and make providers less responsive to automation, all of which
impact the cost of processing a claim.””

Thus, the reduction in provider relations and educational activities
could result in more error-prone claims, which are more costly to
process, and could increase the risk of incorrect payments.

Overall Budget Cuts Limit
Funds for Program
Safeguards

Even though HCFA has emphasized the importance of program safeguard
activities, the overall budget cuts during the past 2 fiscal years have
prevented contractors from achieving the savings that could have been
realized from these activities.

Table 4.4 shows the various funding levels proposed for program safe-
guard activities for fiscal years 1985 and 1986---the amount in the
budget request for fiscal year 1985, the operating budget for that year
reflecting funding shifts resulting from DEFRA and HCFA requirements,
the HHS/HCFA budget request for fiscal year 1986, and the oMB-approved
request.

Table 4.4: Program Sateguard Funding
Levels

Fiscal year Fiscal year Fiscal year

Fiscal year 1985 actual 1986 1986

1985 budget budget request request

Function ___request request (HHS/HFCA) (OMB)
Medical/utilization review $589 $76.4 $854 $90.8
Audit 89.1 99.0 90.¢ 90.9
Medicare secondary payor 3.0 26.3 30 28.0
Total $151.0 $201.7 $179.3 $209.8

While the funds available for program safeguards have increased, there
is still a difference between these amounts and the amounts contractors
estimated they need to adequately protect Medicare from inappropriate
payments. For example, HCFA reduced all contractor budgets for medical
review and utilization review activities in fiscal year 1985 by 2.9 per-
cent below the amount requested and all intermediary audit budgets by
7.74 percent. The amount HCFa budgeted for program safeguard activi-
ties for fiscal year 1986 was also less than contractor estimates.

HCFA’s cuts have caused some contractors to reduce their safeguard
efforts and presumably also reduce the Medicare dollars saved. For
example:
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1. A part B carrier, recognized by HCFA as having ‘‘an exemplary and
productive’ utilization review program, requested $1,965,400 for utili-
zation review activities in fiscal year 1986. In an attempt to meet HCFA'S
spending goals, the contractor lowered its request to $1,804,200. HCFA
cut the revised amount by 2.9 percent to $1,752,000. The carrier
reduced or eliminated many activities previously used to identify abu-
sive physician billings or practice patterns. For example, the number of
postpayment reviews was reduced from 50 in 1984 to 30 in 1985. The
contractor estimates that this specific cutback cost the Medicare pro-
gram about $373,000 in lost savings. Because of further cutbacks in the
1986 utilization review budget, the contractor estimates as much as
$37.6 million in potential savings will be lost.

2. Another part B carrier requested $99,600 in fiscal year 1985 to estab-
lish a unit to identify and develop claims with other insurance coverage,
thus reducing Medicare payments (Medicare secondary payer program).
HCFA, however, gave the contractor only $12,200, which the contractor
used in the first 3 months of the fiscal year to achieve its savings goal of
$114,880. The contractor requested additional funds at that time,
pointing out that additional savings of $285,120 could be achieved.
Because the request was denied, the contractor stopped all Medicare sec-
ondary payer activities from January 1985 to June 1985, when addi-
tional funds were provided.

3. HCFA reduced another contractor’s fiscal year 1986 budget for medical
review and utilization review from $1,613,000 to $1,180,761. Because of
the reduction, the contractor notified HCFA that it would eliminate its
postpayment review staff (13 positions) and reduce its prepayment
review staff by 4 positions.

4. Contractor officials at one location we visited told us that because of
inadequate funds available for claims processing in fiscal year 1985, the
contractor reduced the number of audits and medical reviews. These
officials also said that to help stay within their 1986 cost cap, they had
to lay off personnel.

Services to Beneficiaries
and Providers Deteriorating

In addition to being responsible to the government for controlling pro-
gram expenditures, Medicare contractors have an equally important
responsibility for providing quality service to beneficiaries and prov-
iders. This responsibility includes paying claims timely and providing
channels of communications to help resolve beneficiary and provider
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problems and to help them better understand changes in the Medicare
program.

HCFA’s emphasis on reducing administrative costs has caused a deterio-
ration in the quality of these services. Because of the budgetary cut-
backs, contractors are

taking longer to pay claims and allowing backlogs to grow,

not providing the level of phone service required by HCFa and the fed-
eral courts, and

unable to improve the quality of their written communications as
required by the courts.

Because of budgetary shortfalls, HCFA began to encourage contractors to
process claims slower and allow the unprocessed claims backlogs to
grow in fiscal year 1985. Table 4.5 shows the overall change that has
taken place in processing time and backlogs between 1980 and 1985.

Table 4.5: Part B Contractors’
Processing Times and Claims Backlogs

1980 1985
Average processing time— beneficiary claims 14.3 days 16.6 days ~
Average processing time— provider claims 11.8 days 14.1 days
Days work on hand? (end of year) 6.9 94
Claims pending (end of year) 4.4 million 11 million

3Days work on hand is equivalent to the backlog divided by the number of claims a contractor
processes daily.

This situation is expected to get worse. In a September 27, 1985, memo
to the HCFA regional administrators, the Director of HCFA’s Bureau of
Program Operations stated, “Due to the constraints imposed by the $920
million budget, we anticipate that the contractors work in-process will
increase to an average of 15-18 days.” Some HCFA officials said that
backlogs could be even higher in 1987.

To accomplish the work slowdown and backlog buildup, HCFA has
relaxed a number of the fiscal year 1986 CPEP processing time standards.
For example, in fiscal year 1985 contractors were required to process 93
percent of the claims they received from beneficiaries in 30 days in
order to obtain a maximum CPEP score. Based on the fiscal year 1986
standard, a contractor can now get a maximum score by processing 79
percent of the claims in 30 days.
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HCFA acknowledged that the slowdown in claims payment is due in part
to “the intense administrative cost containment pressure’” put on con-
tractors. However, this action was justified as a means of removing the
incentive for “overly prompt” payments and potentially saving Medi-
care dollars through interest earned on invested Medicare Trust Fund
money.

Some contractors disagree with this position. One pointed out that the
elderly beneficiaries cannot afford to wait longer for reimbursement of
funds they have already spent for health care. Others believe that a
slowdown in claims payment will cause an increase in beneficiary and
provider inquiries, adding costs and additional strain on their claims
processing operations.

Intentionally letting backlogs grow is risky because it allows no margin
for unexpected problems. We have seen numerous instances in our past
Medicare work and in this study where large backlogs were caused by
problems in implementing new data processing systems or new HCFA ini-
tiatives (such as the HCFA Common Procedure Coding System and Uni-
form Part A Billing System). Program and system changes are common,
and problems can be expected. However, additional backlogs caused by
these problems could be particularly damaging to beneficiaries and
providers when backlogs are already high.

In a June 1985 report,® we pointed out that the federal courts had ruled
that part B beneficiaries were not being given an adequate explanation
about why their claims were denied or reduced, nor were they given an
adequate opportunity for a hearing. HHS was directed to improve the
readability of the written notice—Explanation of Medicare Benefits
(EoMB)—sent to beneficiaries. In addition, to provide a better opportu-
nity for communications, HHS proposed that carriers add toll-free tele-
phone systems which would allow beneficiaries to discuss their claims
with a professional employee of the carrier.

HCFA's cuts in contractor budgets have immpeded some carriers’ ability to
implement these improvements. For example, two carriers in HCFA's
Region II requested additional funds in their fiscal year 1985 budget to
improve the readability of their correspondence to beneficiaries. This

SMedicare Part B Beneficiary Appeals Process, GAO/HRD-85-79, June 28, 1985.
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was done to comply with a ruling of the U.S. District Court, Eastern Dis-
trict of New York.” HCFA central office denied both funding requests, and
a HCFA regional office memo stated that, “Since HCFA has not funded
these activities we appear to be in contempt of court.”

Some contractors are also having difficulty meeting HCFA's requirement
that the toll-free telephone systems be at a level of service where benefi-
ciaries receive a busy signal only 20 percent of the time—called the P-20
level of service. For example:

A HCFA Region VI memo noted that one of its part B carriers had a level
of service of about P-95 and that it would take $2.2 million in fiscal year
1985 to bring the contractor to the P-20 level of service. The memo
states that the contractor requested only $1 million because it did not
want to exceed its unit cost cap—*It is more concerned with the conse-
quences of exceeding the cost cap than it is with providing P-20 level of
telephone service.”8

A HCFA Region I contractor memo to the regional office stated that in
order to attain HCFA's 1986 unit cost cap, the contractor would have to
reduce costs by $347,800, These cuts would mean a reduction in ser-
vices—including not supporting the P-20 level of service,

In summary, many contractors have expressed the opinion that the
traditional level of services to beneficiaries and providers can no longer
be provided with the funding available.

L. =
Conclusions

We believe HCFA is justified in requiring efficiency from Medicare con-
tractors. However, recent efforts to cut contractor administrative costs
have been characterized by inadequate budget requests and unilateral
cuts in individual contractor budgets.

Of the three budget categories, HCFA has made (or proposed) the deepest
cuts in the funds available for claims processing, thus limiting the con-
tractors’ ability to prevent erroneous Medicare payments. These actions
are short sighted—preventing incorrect payments through the claims
processing function is more cost effective than trying to correct errors
after they have occurred. Further, although it has increased funds for

"David v. Heckler (E.D.N.Y. 1984).
#The contractor received an additional $996,500 in January 1985 to implement the physician fee

freeze provision of DEFRA. The contractor used some or all of these funds to upgrade the toll free
phone system, and the contractor achieved a P-20 level in fiscal year 1985.
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Recommendation to
Secretary of HHS

Agency Comments and
Our Evaluation

contractor program safeguard activities, HCFA has provided less funding
than the contractors say is necessary. Because of the overall limit on
funds available for program safeguards, contractors have reduced their
efforts and may not be achieving the savings they believe are possible.
HCFA’s emphasis on administrative cost cutting has also resulted in con-
tractors’ reducing services to beneficiaries and providers.

We believe that HCFA's recent cost cutting measures, which do not ade-
quately consider individual contractor circumstances, may be affecting
program payments and services and were an inappropriate use of its
authority.

We recommend that the Secretary direct the Administrator of HCFA to
use a Medicare contractor budget development process that places more
emphasis on the individual circumstances of contractors than the
formula-based cost caps. The process should consider the input of the
Medicare contractors in order to more realistically determine the funds
needed to sufficiently support program safeguards and assure an ade-
quate level of beneficiary and provider service activities.

HHS disagreed with our recommendation. HHS said that individual cir-
cumstances should be a budgetary consideration and that it believes
that appropriate consideration was given through adjustments to con-
tractor cost caps for wage levels, bill mix, and part A reconsiderations.
(See pp. 87 and 89.)

While HCFA did consider the three factors mentioned above in setting the
individual contractor cost caps, many other important circumstances
that legitimately vary among contractors were not considered. As dis-
cussed on page 48, the formula that HCFA used to establish the claims
processing cost caps did not account for contractor differences in work-
load growth rates, levels of paperless claims processed, percentages of
claims submitted by physicians, or costs of data processing
subcontractors.

HHS also said that HCFA cannot return to the pre-DEFRA budget process,
where contractors were allowed to set their own reimbursement without
cost limitations. To our knowledge contractors were not allowed to set
their own budgets and reimbursements before DEFRA. Funds for contrac-
tors were appropriated and HCFA, and the contractors had to live within
the appropriation or justify to the Congress an increase in funding.
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Moreover, HCFA did not merely accept contractor budget requests. It

negotiated with the contractors the amount each would be provided and
monitored contractors against the agreed upon amount. Also, contractor
costs for each year were audited to help assure that only reasonable and

allowable costs were claimed by and paid to contractors.

With respect to returning to the “pre-DEFRA budget process,” HHS went
on to say that the Congress directed it, through section 2326 of DEFRa, to
pay only the amount reasonable and adequate to meet the costs of an
efficiently and economically operating contractor. HHS said that HCFA
used this authority to save over $45 million in contractor funding in
fiscal year 1985 and that a return to the old budget process would be
self-defeating and costly.

DEFRA did direct HHS to take into account the costs of an efficiently and
economically operating contractor. However, in our opinion, this does
not mean that the most cost-efficient contractors should have their bud-
gets reduced as was the case in fiscal years 1985 and 1986. DEFRA directs
HCFA to establish a standard of economy and efficiency for contractors
to insure that administrative costs are reasonable. However, we do not
believe that HCFA applied a true standard for this purpose. In fiscal
vears 1985 and 1986, HCFA chose a “standard”—the national average
processing cost for 1986 and the lowest 25th percentile for 1986—based
on funding availability after the budget requests for those years were
determined. This was a means of spreading the estimated budget
shortfalls among the contractors, rather than a true measure of
economy and efficiency (see p. 53). Moreover, we did not recommend
that HHS “‘return to the old budget process” but rather that more
emphasis be placed on individual contractor circumstances in the budget
development process than is the case with formula-based caps. Further,
because of the experience of many of the Medicare contractors, we
believe that the budget process should consider their input to help deter-
mine the level of funding necessary to adequately support program safe-
guards and beneficiary services.

In addition, HHS commented that any contractor that believes its funding
level is too low has the right to leave the program, but only 1 of 91 has
decided to do so. According to HHS, this illustrates that its budget pro-
cess is working and is reducing costs per claim. There are many reasons
why a contractor may want to stay in the Medicare program, and some
contractors told us they are absorbing Medicare costs to do so. However,
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as emphasized throughout this chapter, our concern is that the con-
tractor funding levels be developed with the need for program safe-
guards and beneficiary and provider services in mind and be adequate
to meet these needs. HHS” next comment addresses this issue.

HHS commented that this chapter is full of anecdotes that purport to
indicate that payment safeguards and beneficiary services have suf-
fered as a result of budget savings. HHS said it strongly disagreed with
this because since fiscal year 1982, payment safeguard dollars have
been increased about 20 percent a year, program savings have also
increased substantially, and beneficiary service dollars have increased
over 10 percent a year.

We have discussed and commended HHS’ and HCFA’s recent emphasis and
increased funding for program safeguard activities several times (see
pp. 456 and 57). However, program safeguard expenditures have not
increased by 20 percent each year since 1982, and the actual increases
that occurred were not entirely due to HHS and HCFA decision making.
Also, data which became available after we sent our draft report to HHS
for comment indicate that program safeguard activities have been
adversely affected by the reductions in claims processing budgets.

In fiscal year 1982 HCFA spent $12 million less on contractor program
safeguard activities than it did in fiscal year 1981. In June 1982, we
testified that we believed contractor funding for audits and utilization
review should be increased because these activities were cost effective
and would help control growth in Medicare spending.® Section 118 of the
Tax Equity and Fiscal Responsibility Act of 1982 authorized $45 million
in additional funds in fiscal years 1983-85 to be used exclusively for
provider cost report audits and reviews of medical necessity. The Con-
gress appropriated these extra funds, which accounted for all of the
increase in program safeguard expenditures in fiscal year 1983 ($43.7
million). Thus, it was the Congress’ action that accounted for the
increase in that year.

In fiscal year 1984, HCFA spent $22.6 million (16.8 percent) more on con-
tractor program safeguard activities than was spent in fiscal year 1983.
However, program safeguard expenditure per claim processed increased
only 9 percent from $.56 per claim in fiscal year 1983 to $.61 in 1984.

9June 15, 1982, testimony before the Subcommittee on Health, House Committee on Ways and Means,
on the 1983 budget proposals relating to Medicare.

Page 64 GAO/HRD-86-48 Medicare Contracting



Chapter 4

HCFA's Management of Cost Contractors—
Recent Budgetary Actions Adversely
Affecting Program Payments and Services

We believe that expenditures per claim provide a better indication of the
level of activity in program safeguards than does total expenditures.

In fiscal year 1985, contractor program safeguard expenditures
increased $41.6 million (26.5 percent) to an expenditure per claim of
$.65 (an increase of about 7 percent). However, much of the increase
was due to the funding of a major new activity—the Medicare Sec-
ondary Payer program—on which $24.1 million was spent. While this
new activity is an important one resulting from changes in Medicare
law, to enable a more accurate comparison of levels of effort with pre-
vious years, we believe that it is necessary to remove the new program
from the funding, leaving a comparison of like activities. After adjusting
for this change, program safeguard expenditures increased from fiscal
year 1984 to 1985 by $17 million (11 percent) and expenditures per
claim decreased to $.58 (5 percent). We believe it is important to point
out that the increased dollars for program safeguard activities in 1985
came primarily from decreases in funding for claims processing. As dis-
cussed on page 55, HCFA estimates that about 30 percent of claims
processing expenditure are actually for program safeguard activities.
Thus, we continue to believe that funding program safeguard activities
through cuts in the claims processing budget is a counterproductive way
of trying to protect the Medicare Trust Funds.

In summary, after adjusting for Medicare Secondary Payer program
expenditures and for the funds added by the Tax Equity and Fiscal
Responsibility Act of 1982, program safeguard activities increased
about 43 percent from fiscal year 1982 to 1985, but expenditures per
claim increased only 2.4 percent. This increase does not consider the
effect of inflation. Based on this analysis, we do not believe that HHS
comment that program safeguard funding has increased 20 percent, per
year since 1982 tells the real story.

To determine whether the 1985 contractor funding cuts had an adverse
effect on program safeguards, we attempted to compare the fiscal year
1985 CPEP evaluation results (available after our report was drafted) for
program safeguard activities to the fiscal year 1984 CPEP results. This
comparison wotlld show whether more contractors had failed to meet
program safeguard requirements. However, because of changes in both
the criteria and the scoring method, such a comparison was impossible.
But the 1985 CPEP results do show that many contractors did not meet a
number of HCFA’s program safeguard performance criteria. For example,
10 of the 61 intermediaries evaluated (16.4 percent) failed to achieve
the Medicare Secondary Payer savings targets, and 17 of 48
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intermediaries reviewed (35.4 percent) failed to conduct prepayment
medical reviews of all home health agency claims when such reviews
were required. Fourteen of 49 carriers (28.6 percent) had overpayment
deductible error rates in excess of the CPEP standard, and 18 (36.7 per-
cent) had underpayment deductible error rates that did not meet CPEP
standards. These relatively high failure rates indicate that all is not well
in the program safeguard area.

In addition, other information available since our report was drafted
shows that the funds available for program safeguard activities in fiscal
years 1986 and 1987 have been reduced, thus limiting contractors’
ability to adequately protect Medicare dollars. For fiscal year 1986, HCFA
has eliminated $10 million for cost report audits of end stage renal dial-
ysis facilities, skilled nursing facilities, home health agencies, and non-
prospective payment system hospitals. Historically, cost report auditing
has been highly cost effective in reducing improper Medicare payments
to providers. Further, according to a HCFA budget document, the OMB
budget request for fiscal year 1987 is $38.7 million less than the HHS
request, and the reduction “comes almost entirely from payment safe-
guard activities”

HHS also said that there was a 10-percent growth in funds in each year
for beneficiary services during fiscal years 1983 to 1985, and cited this
as an indication that services have not deteriorated. However, the cited
growth rate is inaccurate. Fiscal year 1983 expenditures for beneficiary
services were $68.6 million, down $1 million (1.4 percent) from the
fiscal year 1982 expenditure level of $69.6 million. Beneficiary service
expenditures increased to $74.2 million in 1984 (an 8.2-percent
increase), and to $92.9 million in fiscal year 1984 (a 25-percent
increase).

In absolute dollars, these increases represent an overall increase of
about 33 percent from fiscal year 1982 to fiscal year 1985. However, on
an expenditure per claim basis, there was a 3-percent decrease ($.32 per
claim to $.31 per claim). Further, during that same period (fiscal years
1982-8b), demand for services was increasing dramatically. For
example, part B phone inquiries from beneficiaries increased from 7.8
million to 12.1 million (about 55 percent), written inquiries increased
from about 2.9 million to about 3.8 million (about 31 percent), and
requests for review of denied claims increased from about 2.4 million to
about 3.9 million (about 63 percent).
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Because of this situation, contractors are having difficulty providing the

quality of service required by HCFA's CPEP standards. For example, pre-
liminary CPEP results for fiscal year 1985 show that 9 of 48 carriers
evaluated (18.8 percent) failed to achieve a P-20 level of phone service
(see p. 61), 17 of 49 carriers (34.7 percent) failed to meet the standard
for answering beneficiary inquiries within 30 days, 18 of 46 carriers
(39.1 percent) failed to provide readable written responses to benefi-
ciary inquiries, 15 of 48 carriers (31.2 percent) failed to complete
reviews of denied claims within 45 days as required, and 21 of 45 car-
riers reviewed (46.7 percent) failed to provide written review determi-
nations that were readable (see p. 60).

The quality of beneficiary services for fiscal year 1986 could be worse
than in 1985 because HCFA's proposed budget for these services was
reduced from $92.9 million to $80.3 million.
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Development and
Evolution of CPEP

In 1979, we recommended that HCFA establish a performance measure-
ment system that could be used as a basis for terminating poor per-
forming contractors. Others made similar recommendations during the
1970s. Beginning in fiscal year 1980, HCFA implemented CPEP, which uses
standards to measure performance. CPEP’s development has been evolu-
tionary, with refinements and improvements made each year. We
believe that CPEP provides a good basis for identifying poor contractor
performance.

We expect that HCFA will continue to improve CPEP and that one such
improvement could be to use the CPEP standards to encourage contrac-
tors to increase efforts to save Medicare benefit payments.

From the beginning of the Medicare program, there has been a recog-
nized need for performance standards that could be used to evaluate the
contractors who process Medicare claims. In a 1970 report, the staff of
the Senate Committee on Finance indicated that performance variations
were so great that terminations were easily justifiable but that there
had been no active policy of complete and in-depth analysis followed by
terminations of poor performers in favor of better ones.

The Advisory Committee on Medicare Administration, Contracting and
Subcontracting (the Perkins Committee) recommended that HHS develop
a viable means for measuring contractor performance and promptly
announce a policy of nonrenewal of contracts for contractors consist-
ently having the poorest performance over the 3-year period July 1973
through June 1976. The committee also indicated that for each suc-
ceeding year, there might be additional contractors terminated on the
basis of their performance over the prior 3 years.

In our June 1979 report, we recommended that HCFA incorporate per-
formance standards into all contracts and implement a firm policy of
contract termination for poor or marginally performing contractors.

To meet the need for a systematic evaluation of contractor performance,
HCFA developed CPEP, which measures contractor performance against a
set of standards announced at the beginning of each fiscal year. CPEP
went into effect in fiscal year 1980 for intermediaries and in fiscal year
1981 for carriers. The first standards emphasized the same general
areas of concern as today’s standards—timeliness, cost, and quality of
performance,
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The development of CPEP standards is a continuing effort involving HCFA
central office and regional office staffs, as well as representatives of the
contractors. While the major areas of concern have remained the same,
the specific performance standards and program emphasis change from
year to year.

Each year HCFA develops the CPEP standards that will be used to eval-
uate contractor performance during the next year. The process con-
siders legislative changes, problem areas identified by HCFA and others,
and refinements to previous standards in setting the emphasis for and
specifics of the CPEP standards. Thus, the CPEP standards have evolved
as experience with this evaluation program was gained and as the Medi-
care program changed. For example, changes in the hospital payment
methodology from a retrospective to a prospective payment system
have required changes in CPEP that emphasize proper and timely compu-
tation of the prospective rates. Other standards have also been changed
in response to the transition from Professional Standards Review Orga-
nizations to Peer Review Organizations.

CPEP has also been changed to reflect the level of the program’s adminis-
trative funding. For example, in fiscal year 1982 intermediaries were
expected to process 84.5 percent of inpatient hospital bills in 30 days or
less. In fiscal year 1983, as a cost-saving measure, HCFA relaxed the
standard to 80 percent processed in 30 days or less. In fiscal year 1986,
HCFA relaxed processing time standards for carriers because of tight
administrative budgets (see p. 59).

Over time, the standards have also been improved to allow HCFA to
better measure performance. For example, in fiscal year 1981 Hcra had
several standards dealing with the process for collecting overpayments.
However, these standards did not actually measure the intermediary’s
success in collecting overpayments. In 1981, intermediaries were to (1)
send demand letters to providers, (2) process provider requests for
extended overpayment repayment schedules, and (3) refer uncollectible
overpayments to the HCFA regional office. Intermediaries were compared
based on their compliance with HCFA’s processes. In fiscal year 1986,
intermediaries are scored based on the actual ratio of overpayments to
benefit payments. Thus, the standard appears to be more effective
because it gives contractors incentives to avoid making overpayments.

While all CPEP standards for contractor performance are considered

important, each standard is weighted according to the relative impor-
tance HCFA believes is appropriate to the function being assessed: 1 is
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least important, 3 is moderately important, and b5 is critical to the pro-
gram. A contractor failing one standard with a weight of 5—a “critical

standards. For fiscal year 1986 there are 20 critical elements for part A,
and 14 for part B.

HCFA regional offices are responsible for performing the CPEP reviews,
which are conducted both at the contractors’ sites and at the HCFA
regional office, depending on the nature of the elements to be reviewed.
CPEP standards are reviewed in portions as contractor performance is
monitored throughout the year. Many reviews cannot be done until the
end of the fiscal year because they rely on reports that are not available
earlier. HCFA staff can review potential problem areas early in the fiscal
year so that contractors can take corrective action for a later re-evalua-
tion. Scores for re-reviews replace initial scores.

Beginning in fiscal year 1986, HCFA does not plan to review all contrac-
tors for every CPEP standard. HCFA regional offices are expected to
review at least the following categories of standards:

All “critical elements.”

All elements that can be reviewed in the regional office using HCFA or
contractor-supplied data.

All elements where the contractor scored less than 7 points (the min-
imum passing score) in the prior year’s CPEP.

Sixty percent of all other standards.

Annual review of every standard has been time consuming and adminis-
tratively burdensome in view of the reduced resources available for
both HCFA regional offices and contractors. For example, in fiscal year
1985, regional office staff were responsible for reviewing 98 standards
for every intermediary and 78 standards for every carrier. HCFA officials
believe that it was not necessary to continually review areas in which
certain contractors have not historically had problems.

During our discussions with HCFA regional office staff and contractor
representatives, we found a general acceptance that CPEP provides a rea-
sonable method of comparing contractor performance. Moreover, they
believe that improvements have been made in CPEP and that their con-
cerns about the program are generally considered by HCFA central office
staff when the standards are revised.
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Although CPEP is generally accepted as a useful tool in comparing con-
tractor performance, many of the users we spoke with had suggestions
for improvements. The primary improvement suggested was an
increased emphasis on program benefit payments. There are also other
areas in which users believed changes would be beneficial.

CPEP Does Not Sufficiently
Emphasize Efforts to Save
Program Benefit Payments

In some areas CPEP does not encourage contractors to do more than the
minimum required to save Medicare dollars and in fact can penalize a
contractor for expending more effort in such areas. For example, the
utilization review standard requires that, for a satisfactory score, the
contractor must spend at least 95 percent of the funds allocated to this
function and achieve a ratio of at least $5 saved for every $1 spent. The
performance levels for the standard for fiscal years 1985 and 1986 are
shown in table 5.1,

Table 5.1: CPEP Scoring for Part B
Utilization Review

- ]
CPEP score Ratio of dollars saved to dollars spent
10 $25.01 or more to 1
9 $1501 t0 1 —  $2500t01
8 ) $6.01 101 —  $1500t0 1
7 $5.00 to 1 —_ $6.00 to 1
6 $3.50to 1 o $4.99101
4 $250 to 1 —_ $3.49t0 1
2 $200toc 1 _— $2.491t0 1
0 $1.99101 —_— less

Note: Part A levels are slightly lower for scores 8 through 10. A ratio of 5 to 1 is still required to pass
CPEP

This is a “critical element,” so a score of 7 is necessary to pass CPEP. If
the contractor spends at least 95 percent of its goal and has reached a b-
to-1 return ratio, it passes CPEP. If the contractor has achieved a 5-to-1
ratio and wants to spend an additional $100,000, for example, on utiliza-
tion review, but believes it can only obtain a return of $400,000, that
would drop the overall return ratio to less than 5 to 1. As a result, the
additional effort would cause the contractor to fail CPEP even though the
government would have gained, in this example, a net benefit of
$300,000.

Another example is the Medicare secondary payor standard for fiscal
years 1985 and 1986. Like the utilization review standard above, the
contractor must, for a satisfactory score, spend at least 95 percent of its
allocated budget on this element. If the contractor achieves the savings
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target established for it by HCFA, it receives a score of 10, the maximum
points available for that standard; there is no incentive for the con-
tractor to do better than the HCFA-established target.

On the other hand, CPEP generally provides incentives for contractors to
submit reports to HCFA before they are due. It would seem more appro-
priate for HCFA to establish additional incentives within CPEP for contrac-
tors to save program funds rather than provide incentives for
contractors to submit reports earlier than required.

In a 1983 report,' we noted the differing prepayment edits used by car-
riers and recommended, among other things, that HCFA compare the pre-
payment utilization edits used by Medicare carriers, identify the more
effective ones in terms of valid denials, and require their implementa-
tion (at least on a test basis) by all carriers, except where a carrier has a
reasonable basis for believing that the implementation of a particular
edit would not be cost beneficial. HCFA has since mandated that certain
edits be used by all carriers. However, several of the contractors we vis-
ited during this review stated that the number and type of prepayment
edits which the contractors use in their claims processing efforts still
vary. Certain edits are mandated by HCFA but contractors have found
additional edits helpful in controlling program payments.

We continue to believe that HCFA should focus attention on the effective-
ness of prepayment edits in controlling program payments. In addition,
we believe that contractors who are taking the lead in identifying and
successfully using such edits should receive recognition, through bonus
points or some other method in CPEP or elsewhere where relative con-
tractor performance is considered. In summary, we believe Medicare
could increase savings by using CPEP standards to place additional
emphasis on payment safeguards.

Other Potential Problems
With CPEP

During our visits with HCFA and contractor staff, we were told about
several perceived problems with cPEP. Contractor and HCFA regional
office staff were concerned about the subjectivity of many of the stan-
dards. They told us that scores for some standards can vary based on
the reviewer’s judgement and the standards are subject to interpreta-
tion. They expressed concern about ambiguous elements, subjective

1IEproving Medicare and Medicaid Systems to Control Payments for Unhecessary Physicians’ Ser-
vices, GAO/HRD-83-16, Feb. 8, 1983.
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wording, and difficulties in interpretation. Examples of subjective termi-
nology cited are “minor,” “major,” “effective,” *equitable,” *'satisfac-
tory,” “‘accurately,” and “timely,” terms that are used throughout the
standards. There are standards which require reviewers to evaluate the
accuracy of the medical necessity decisions made by contractor medical
staff and decide whether the contractors made a “good faith effort.”

Finally, because many standards use data provided by the contractor,
the accuracy of the CPEP evaluation depends upon the accuracy of the
contractor-provided data. We recently looked into the accuracy of cer-
tain contractor-supplied data that is used in CPEP and reported that use
of the data could involve risks.? It is possible for contractors to manipu-
late the data because of inadequate HCFA controls.

Conclusions

We believe that CPEP gives HCFA a good basis for assessing the perform-
ance of Medicare contractors and a means of identifying poor per-
forming contractors. The application of CPEP has evolved since its
inception in 1980, and we believe that this evolution has resulted in an
ever-improving performance measurement mechanism. We expect that
this evolutionary process will continue, and we believe that one way
CPEP could be improved is to use it as a means of providing additional
incentives to contractors to safeguard against inappropriate payments.

Recommendation to
Secretary of HHS

We recommend that the Secretary direct the Administrator of HCFA to
increase contractor incentives for saving program benefit dollars above
the minimum performance standards during future revisions of the
CPEP.

Agency Comments and
Our Evaluation

HHS agreed with our recommendation. HHS said that while CPEP can be
used to place additional emphasis on program safeguards, there is no
substitute for adequate funding and heightened management of the pay-
ment safeguard activity. HHS cited increases in funding for program
safeguards and greater HCFA direction of contractor activities in this
area. (See pp. 88 and 89.)

We agree with HHS that adequate funding of program safeguard activi-
ties is the key to having adequate payment protection and that CPEP is a

2Second-Year Implementation of the Financial Integrity Act in HHS, GAO/HRD-86-3, Nov. 8, 1985,
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means of providing additional incentives for these activities. That is pre-
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cisely why we discussed the need for adequate funding of program safe-
guards in chapter 4 and recommended that the contractor budget
process be revised to assure adequate funding is provided. We also agree
that increased HCFA management of the program safeguard area is
appropriate and have made a number of recormmendations to this effect
over the years. For example, in 1983% we recommended that HCFa
require all carriers to use certain cost-effective computerized prepay-
ment utilization control edits and HCFA subsequently did so. HHS' com-
ments about the funding levels for program safeguards are discussed in

chapter 4. (See pp. 64-66.)

HHS also said that it intended to develop a program safeguard experi-
ment to test the feasibility of funding a contractor to achieve a max-
imum of program savings. We would support a well-designed experiment
in this area.

Finally, HHS commented that it believes that fixed-price contracts with
incentive payments would provide the best vehicle for achieving better
contractor payment safeguard performance. The incentive payment con-
cept has not yet been tested by HHS for Medicare contractors. Such a test
would need to be carefully designed to enable attribution of the results
to the contract incentives and to balance the incentives to deny program
payments with the necessity of contractors to pay legitimate claims.

3Ianmving Medicare and Medicaid Systems to Contrel Payments for Unnecessary Physicians' Ser-
vices, GAO/HRD-83-16, Feb. 8, 1983.
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Contractor
Performance Varies

HCFA has various legislative authorities it can use to remove poor per-
forming contractors; however, the agency has rarely used these authori-
ties for this purpose. Rather, HCFA's actions have stemmed primarily
from a desire to obtain the economies of scale available from consoli-
dating contractor areas and to test the effectiveness of competitive con-
tracts. Removing poor performers was at best a secondary objective of
these actions.

We believe that HCFA has sufficient authorities to improve Medicare
administration. However, HCFA needs to apply them to remove poor per-
forming contractors.

CPEP has been in operation for more than 5 years, and HCFA now uses the
results of CPEP reviews, in conjunction with other performance indica-
tors, to compare contractor performance annually. In analyzing various
performance indicators that have been available since 1980, we found
that substantial differences in contractor performance still exist. The
change over time in performance differences is mixed—for certain
indicators, the difference is increasing, while for others it is decreasing.
For example:

1. Total contractor unit costs for part A ranged from $3.28 to $10.66 in
fiscal year 1980 and from $3.94 to $10.19 in fiscal year 1984.

2. Total contractor unit costs for part B ranged from $1.91 to $3.36 in
fiscal year 1980 and from $1.88 to $3.04 in fiscal year 1984. Thus, the
range between highest and lowest—already relatively narrow in 1980
compared to part A intermediaries—decreased further.

3. Part B carrier payment error rates ranged from 0.7 percent to 4.4
percent in calendar year 1980 and from 0.4 percent to 3.2 percent in
calendar year 1984.

4. The percent of inpatient hospital claims processed by intermediaries
in 30 days or less ranged from 25.1 to 98.7 percent in fiscal year 1980.
In fiscal year 1984, the range was 82.2 to 100 percent.

5. Average carrier processing time ranged from 4.3 to 31.7 days in June
1980. In June 1985, the range was from 6.5 to 42.4 days.
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In addition, although the evaluation results vary considerably from one
period to another, certain contractors can be identified as consistently
poor performers. We observed that

administrative cost rankings were reasonably consistent from year to
year—the highest cost contractors in 1984 were also among the highest
in prior years;

some contractors with the worst CPEP rankings were also among the
worst in terms of unit cost, payment error rates, and timeliness; and
several contractors were consistently ranked among the worst per-
formers according to their CPEP scores.

HCFA Has Done Little
to Terminate Poor
Performers

HCFA can identify contractors with consistently inefficient and error-
prone operations, and the Social Security Act authorizes the agency to
deal with inefficient intermediaries and carriers. However, HCFA has
done little to remove poor performers from the Medicare program.

Sections 1816 and 1842 of the act allow HCFA to reassign providers
among intermediaries and to terminate or refuse to renew the contracts
of intermediaries and carriers. In addition, the CPEP guidelines expand
the formal “contract actions” HCFA may take, including

sending letters of concern or admonition,
deleting the automatic renewal clause from the contract,

deleting automatic renewal clauses and providing for termination after a

90-day notice, and
reducing a contractor’s territory.

Table 6.1 shows the number of contractors that received official adverse

contract actions in fiscal years 1981 through 1985, based on 1980
through 1984 performance.
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s
Table 6.1: Number of Adverse Contract Actions

Part A fiscal year Part B fiscal year

Description of action 85 84 83 82 81 85 84 83 82 81
Number of contractors 54 63 64 68 76 38 40 40 40 42
Letters of concern/ admonition 9 7 . . 6 7 4 . . 8
Deletion of automatic renewal clause 4 4 . 4 1 2 2 1 . 1
Limited contract renewal . 3 2 1 . . 1 1 -
Reduction in territory . . . 1 . . . . .
Nonrenewal . . . . . . . . 1

As shown in table 6.1, HCFA has refused to renew contracts for only two
carriers since 1980. HCra did not renew the contract with (1) Medical
Services of D.C. (effective Oct. 1, 1981) because it was found to be
manipulating the data used to compute its error rates and (2) the
Oklahoma Department of Human Services (effective Apr. 1, 1983)
because of continuing poor performance. During this period, other con-
tractors voluntarily left the program, lost competitive bids, or were
involved in consolidations.

Consolidations Have
Eliminated Few Poor
Performers

In our 1979 report on Medicare contracting, we concluded that there
were too many carriers and intermediaries administering Medicare and
that savings could be realized by consolidating carrier and intermediary
workloads and distributing larger workloads to fewer contractors.
Beyond savings achievable by economies of scale, a move to reduce the
number of contractors would provide an opportunity to terminate the
less efficient ones.

HCFA has eliminated 10 intermediaries and 3 carriers through consolida-
tions since 1980. Most of these consolidations (10 of 13) were to achieve
administrative efficiencies, rather than to eliminate poor performers.
Using CPEP and other data, we analyzed four consolidations that took
place in HCFA's Philadelphia region and found that good performers as
well as poor ones were removed from the program. In one of the consoli-
dations, three poor performers were consolidated into one contract.

HCFA’s CPEP and unit cost rankings for all contractors consolidated since
1980 are shown in table 6.2. The rankings are for the year in which each
consolidation took place.
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Table 6.2: HCFA’s Rankings of
Consolidated Contractors Ranking of outgoing Ranking of contractor
contractor(s) assuming workload
Cost per Cost per
Area consolidated v CPEP claim CPEP claim
Part A )
Tennessee 2 37 of 76 54 of 70 61 of 76
West Virginia a 59 of 67 51 of 70 15 of 67
a 21 of 67
Pennsylvania® 47 of 66 56 of 66 8 of 66 11 of 66
22 of 66 14 of 66
_____ 3o0f 66 6 of 66
OhioP 31 of 66 40 of 66 53 of 66 26 of 66
65 of 66 52 of 66
62 of 66 65 of 66
Virginia® a 10 of 66 22 of 66 2 of 66
PartB -
Delaware ¢ 6 of 42 ¢ 21 of 42
District of Columbia € 42 of 42 ¢ 21 of 42
Florida 2 2 22 of 47 8 of 40

aContractor not ranked by HCFA.
bperformance rankings in 1984 considered CPEP and the Annual Contractor Evaluation Report.

CFor fiscal year 1981, part B contractors were ranked as either passing or failing CPEP; Pennsylvania,
Delaware, and the District of Columbia were among those failing one or more CPEP standards.

Note: In certain years, HCFA did not rank some contractors under both CPEP and unit cost.

Fixed-Price Like the consolidations, one of the primary purposes of most of the
. fixed-price experiments was also to achieve administrative savings. As

Experiments Rarely discussed in chapter 2, HCFA has achieved savings—although less than

Removed Poor originally projected—in three of the seven experiments. Competitive
fixed-price contracting has indirectly helped HCFA reduce the cost of all

Performers contractors because the fear of losing their territories through competi-
tion has stimulated some contractors to reduce their administrative
costs.

HCFA attempted to use its competitive authority to remove a poor per-
forming contractor, but did not achieve this objective. One reason cited
for initiating the Colorado experiment was the deteriorating perform-
ance of the incumbent contractor, Colorado Blue Shield. In fiscal years
1980-82, Colorado Blue Shield’s error rates had been among the worst in
the country.
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The incumbent, however, was the only contractor to submit a proposal
for the fixed-price experiment and thus was awarded the contract. The
fixed-price contract in Colorado became operational in August 1983, but
through 1984 the contractor’s relative performance did not improve
after changing to a fixed-price contract. Table 6.3 shows the con-
tractor’s relative performance before and after the change.

Table 6.3: Error Rates of Colorado Blue
Shield

Payment errors Occurrence errort
Fiscal year Rate Ranking Rate Ranking
80 2.7 31 0f 47 14.2 43 of 47
81 3.1 43 of 48 206 48 of 48
82 35 49 of 50 14.4 50 of 50
g3r . . . .
84 34 48 of 49 14.0 49 of 49

3All errars including those not affecting program payments,

®Data not available,

Statistics for fiscal year 1985 were not available at the time of our
review.

A representative of Blue Cross and Blue Shield of Colorado told us that
before 1983, the contractor needed a new computerized claims
processing system to resolve the error rate problem, but HCFA had been
unwilling to fund the system under the cost contract. The contractor
obtained a new system under the fixed-price contract, but the system
did not soive the problem.

During fiscal year 1984, the contractor focused attention on the relation-
ship between changes to the Medicare program and the incentives and
damages clause in its contract. Consequently, the problem with error
rates did not receive attention during that year. During fiscal year 1985,
however, the contractor said that it has been able to emphasize quality
in part B claims processing and has now established an action plan to
identify and correct causes of its high error rate.

Rather than removing a poor performer, HCFA’s most recent competitive
fixed-price experiment removed one of the best performers in the
country. In May 1985, HCFA awarded a contract to Massachusetts Blue
Shield for consolidated claims processing in the tri-state area of Maine,
New Hampshire, and Vermont. The new contract became operational on
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October 1, 1985. Before that time Maine was being served by Massachu-
setts Blue Shield under a fixed-price contract, and New Hampshire and
Vermont were being served by New Hampshire/Vermont Blue Shield
under a cost reimbursement contract. Table 6.4 shows the selected rank-
ings of New Hampshire/Vermont Blue Shield in the 2 years before losing
the tri-state contract.

Table 6.4: Selected Rankings of New
Hampshire/Vermont Blue Shield

Additional Authority
Provided to Remove
Poor Performers Not

Yet Used

Conclusions

Fiscal year
Criteria 1983 1984
CPEP performance 4 of 47 20f47
Claim payment unit cost 14 of 48 10 of 48
Overpayment/deductible error rate 13 0of 48 10f 44

Changing to a competitive contract and consolidating the tri-state terri-
tory was obviously not intended to eliminate a poor performer, but to
save administrative costs. HCFA knew when it issued the request for pro-
posals that at least one of Medicare’s better performers would be leaving
the program— either Massachusetts Blue Shield or New Hampshire/
Vermont Blue Shield.

DEFRA gives HCFA additional authority to award competitive contracts for
the primary purpose of removing poor performers from the program.
The new authority allows HHS to enter into no more than two competi-
tive fixed-price contracts under part A and two such contracts under
part B in fiscal years 1985 and 1986. This authority can be used only to
replace contractors who are poor performers—those who fall into the
lowest 20th percentile of contractors, as measured by cost and perform-
ance criteria.

The DEFRA authority has not yet been used. HCFA is developing a method-
ology for identifying the lowest 20th percentile by weighting cost and
performance factors over a 3-year period. HCFA plans to begin using this
authority in fiscal year 1986.

HCFA has implemented a contractor evaluation program, CPEP, which
uses standards to measure contractor performance. In addition, HCFA's
legislative authority provides a number of options that can be used to
improve program administration. To date, however, HCFA has seldom
used its authority and capabilities as a means of removing poor per-
forming contractors from the Medicare program.

Page 81 GAO/HRD-86-48 Medicare Contracting



Chapter 6
HCFA Needs to Use Its Authority to Remove
Poor Performing Contractors

Matter for
Congressional
Consideration

Recommendation to
Secretary of HHS

Agency Comments and
Our Evaluation

HCFA should use its authority and options to deal with poor performers
as a means of achieving future improvements in operational efficiency
and quality of services. Toward this end, we believe that the use of com-
petitive fixed-price contracting—on a limited basis as specified in
DEFRA—gives HCFA added flexibility and leverage in dealing with the
contractor community and removing poor performers from Medicare.

We believe that legislation authorizing the general use of competitive
fixed-price contracting in the Medicare program is not necessary, but
that the continued use of fixed-price contracting on a limited basis may
be desirable.

The DEFRA authority, allowing HHS to use a limited number of fixed-price
competitions annually to remove poor performing contractors, expires
at the end of fiscal year 1986. The Congress should consider extending
this authority or making it permanent.

We recommend that the Secretary direct the Administrator of HCFA to
use existing legislative authorities to remove consistently poor per-
forming contractors from the Medicare program.

HHS agreed with our recommendation. HHS added that, in view of the
difficulties and resources required to replace contractors, it believed
maximum effort should first be applied to correcting poor performers.
HHS said that the federal government’s interest is best served by helping
poor performing contractors to improve performance and that this
course of action is less expensive and less risky than replacement. HHS
also stated that it intends to use the authority granted in section 2326 of
DEFRA to conduct cost reimbursement contract competitions in Idaho and
New Mexico during fiscal year 1986. (See p. 90.)

We agree that Hus should first try to get contractors to improve per-
formance before replacing them. That is why we recormmend removing
consistently poor performers when presumably HCFA’s efforts to get the
contractor to improve have failed. As discussed in chapter 2, we also
agree that there are difficulties associated with replacing contractors
and that such actions consume significant HCFA resources.

Page 82 GAQ/HRD-86-48 Medicare Contracting



GAO/HRD-86-48 Medicare Contracting

Page 83



Appendix 1

Advance Comments From the Department of
Health and Human Services

DEPARTMENT OF HEALTH & HUMAN SERVICES Office of inspecter General

Washington, D.C. 20201

JAN 30 1985

Mr. Richard L. Fogel
Director, Human Resources Division
United States General
Accounting Office
Washington, D.C. 20548

Dear Mr. Fogel:

The Secretary asked that [ respond to your request for the
Department's comments on your draft report, "Medicare
Contracting: Existing Authority Can Provide for Effective
Program Administration," The enclosed comments represent
the tentative position of the Department and are subject to
reevaluation when the final version of this report is
received.

We appreciate the opportunity to comment on this draft
report before its publication.

Sincerely yours,

Gyt

Richard P. Kusserow
Inspector General

Enclosure
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Comments of the Department of Health and Human Services
on the General Accounting Office Draft Report,
"Medicare Contracting: Existing Authority Can
Provide for Effective Program Administration”

Overview

The Department recognizes the difficult task faced by GAO in reviewing the Health
Care Financing Administration's (HCFA's) contracting process for administrative
services. This task is mandated by Section 2326 of the Deficit Reduction Act of
1984 (DEFRA). We are concerned, however, that GAO has misinterpreted the
provisions of DEFRA. Specifically, GAO indicates that Section 2326 requires that it
determine if the advantages of fixed-price competition justify the broader use of
this method of contracting in the Medicare program. GAO goes on to conclude that
Section 2326 authorizes the use of competitive fixed-price contracting.

We believe that GAO's interpretation of Section 2326(a) of DEFRA touches upon a
significant issue. In our opinion, all that Congress has so far seen fit to provide
HCFA with, in Section 2326(a), is the authority to avoid the provider nomination
process in a limited number of agreements and contracts under Sections 1816 and
1842 of the Social Security Act on the basis of competitive bidding. The text of
Section 2326(a) restricts HCFA to conduct such competitions under the cost
reimbursement limitations of Section 1816 and 1842 of the Social Security Act.
Therefore, any contract awarded by HCFA under the autherity of Seection 2326 must
be a cost reimbursement, and not a fixed-price, type of contract. We believe that
the Comptroller General should review and affirm GAO's position in the final report.

In addition, and contrary to GAQ's stated premise to review the relative advantages
of fixed-price contracting for Medicare, Section 2326(e)(1) of DEFRA requires GAO
to conduct a study on the ability of HCFA to inanage competitive bidding for
agreements and contracts under Sections 1816 and 1842 of the Social Security Act.
In other words, Congress seems to have directed GAO to review HCFA's
management of competitively awarded cost reimbursement contraets. Thus, GAO's
indepth review of HCFA's fixed-price contracting experiences does not appear to be
responsive to the study requirements preseribed by Section 2326(e)(1).

At the same time, we do not disagree that GAO's review of HCFA's competitive
fixed-price contracting efforts would, at some future point in time, be appropriate
to any consideration of Medicare contracting authority. However, because of the
way in which Section 2326(a) has been written, Congress has limited the competitive
procurements to one form of contracting, i.e. cost reimbursement. GAQ has
reached the general conclusion, based upon its review of HCFA's past fixed-price
contracting experiences under our experimental contracting authority, that the use
of competitive fixed-price contracting is not necessary, but that continued use of
competition on a limited basis may be desirable. It therefore suggests that Congress
consider either extending Section 2326 authority or making it permanent. We
believe that before reaching the conelusion that HCFA's existing contracting
authority is sufficient, HCFA should be provided the opportunity to conduct
additional demonstrations using alternative forms of contracting. Thus, if the
authority under Section 2326(a) is extended, it should be revised to provide
independent authority to award fixed-price contracts on the basis of competition.

Page 85 GAO/HRD-86-48 Medicare Contracting



Appendix I
Advance Comments From the Department of
Health and Human Services

Apart from GAO's interpretation of DEFRA, we believe the Medicare contractors
have, for the most part, done an outstanding job of providing service to
beneficiaries, responding to change, safeguarding trust fund dollars and improving
efficiency. The issues which eonfront the future administration of the contractor
operations are the extent to which additional improvement is possible and the best
methods to obtain it. The basic conclusion of GAOQO's report is that no additional
legislative authority beyond that granted in DEFRA is needed by HCFA to motivate
improvement. Negotiation with "cost" contractors and use of the limited
"eompetitive” authority granted by DEFRA is viewed as sufficient.

HCFA maintains that further progress to improve service and reduce cost cannot be
achieved without the use of judiciously managed, competitively let fixed-price
contracts with incentive payments for superior performance. Without the necessary
legislative authority to remove poor performers and achieve economies of scale
while vigilantly protecting services to our beneficiaries, the great strides recently
achieved by the Medicare contractors may be compromised. Greater flexibility to
manage the contractors is necessary to tailor each contract to the specific needs of
the individual intermediary or carrier as well as the Medicare program.

Following is a summary of our comments on the draft report's conclusions and
recommendations., Additionally, Attachment A is a synopsis of HCFA's current
contractor management strategy. Finally, Attachment B describes a number of
technical concerns with the report.

GAQ Conclusion

Competitive fixed-price contracting is not demonstratively better than cost

contracting.
Department Comment

We disagree. We acknowledge that all fixed-price contracts have not been perfectly
executed. However, this speaks more to HCFA continuing to improve its
management of contractor's rather than to fault fixed-price contracting. HCFA
management processes have and will continue to improve. The following chart
illustrates the price differential between our current cost and fixed-price
contractors.

Average Cost Per Claim (FY 1986)

Fixed-Price Cost

Contractors Contractors
Iintermediaries $1.61 $2.01
Carriers $1.53 $1.77

It is clearly evident that fixed price contracting results in substantial savings. The
cost per claim is 15.9 percent less for Part A fixed price contractors and 13.6
percent less for Part B fixed price contractors. Our contractors will process over
300 million claims in FY 86. Other performance measures including payment
safeguards end bene ficiary service appear equal for cost and fixed-price contractors
on average. We would conclude fixed-price contracting is superior.
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With respect to frequency of contractor changes, having the authority to make
changes does not mean it would be used toe frequently or in an indiseriminate
manner. We fully recognize the problems of transition to & new contractor. When a
decision is made to change contractors, adequate resources will be available to
ensure a successful replacement. We have learned a number of lessons about fixed-
price contracting which have been and will be applied to all future procurements.

GAO Conclusion

There is little justifieation for changing the provider nomination process.

Department Comment

We disagree. The nomination process is an unnecessary encumbrance on HCFA's
management process as indicated in the nomination section of the draft report
concerning problems encountered with it under experimental fixed-price contracts.
There is little justification for its retention now that all contractors are required to
meet the same performance standards. As indicated in the draft report, the
nomination process has only been available to Part A providers, not under Part B.

GAQ Conclusion

Place more emphasis on individual contractor circumstances in budget development.

Department Comment

We agree that individual cireumstances should be a budget consideration and assert
that they are appropriately considered through adjustments for wage levels, bill mix,
and Part A reconsiderations. However, HCFA cannot return to the pre-DEFRA
budget process where contractors were allowed to set their own reimbursement
without cost limitations. The Congress, in enscting section 2326, directed HCFA
when determining the proper cost of administration to pay only the amount
reasonable and adequate to meet the costs incurred by an efficiently and
economically operating contractor. We have used the DEFRA autherity to save over
$45 million in contractor funding in FY 85. A return to the old budget process would
be self-defeating and costly. Again, our fixed priee contracts have aided us in
establishing a market price for efficient and economical administration.

This budget section of the report is full of anecdotes that purport to indicate
payment safeguards and beneficiary services have suffered as a result of budget
savings. We strongly disagree. Objective evidence indicates the opposite. Payment
safeguard dollars have been increased approximately 20 percent in each and every
budget since fiscal year 1982, Program savings have also increased substantially
over this period of time. In addition, beneficiary services dollars have increased
over 10 percent in each year during the same period.

GAO Conclusion

Increase contractor incentives to improve payment safeguard performance.
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Department Comment

We agree that the Contractor Performance Evaluation Program (CPEP) can be
augmented to place additional emphasis on program safeguards. We have already
made a number of changes in CPEP to emphasize program safeguards. However, the
recommended CPEP changes cannot take the place of adequate funding and
heightened management of the payment safeguard area. We have made great
strides with regard to payment safeguards. The Medicare audit effort has almost
doubled in dollars expended since FY 1882, HCFA has become increasingly
prescriptive in targeting providers for audit. This includes establishment of an audit
priority matrix for contractors to use in developing their workloads as well as
specific audit protocols to follow. A better than 5:1 benefit to cost ratio has been
consistently maintained by HCFA's audit program. Savings in FY 1985 will be
approximately $1.0 billion,

Medical review has also been doubled within the last few years. HCFA, again, is
becoming more prescriptive in targeting providers and certain types of elaims for
review. Medical review savings have been better than 5:1 during this periocd of
increased emphasis. Savings in FY 1985 will be approximately $625 million, an
increase of $148 million over FY 1984,

In FY 1985, we launched a major program to implement the Medicare Secondary
Payer (MSP) provisions. The emphasis of the MSP activities was to identify
potential recovery situations. A cost benefit ratio of 28:1 was achieved for all FY
1985 with savings of over $750 million, representing a new category of money
recovered for the benefit of the Medicare trust funds.

Although CPEP changes offer some incentive for better contractor payment
safeguard performance, we feel fixed-price contracts with incentive payment will
provide the best vehicle for achieving this objective. Instead of intangible bonus
CPEP points, actual monetary awards for increased savings and/or transferable
ideas would be possible.

GAQ Conclusion

Use legislative authority to rermnove poor performers.

Department Comment

We agree and plan to do so in FY 1986 where appropriate. However, we should point
out that the goal of performance management is to maintain and improve
performance, not to remove contractors. The combination of HCFA's management
action and the pressure of our ability to remove poor performers has resulted in
significant performance improvements at a number of sites. Improving the
performance of incumbents is less expensive and less risky than their removal and
replacement. Fixed-price contracts with incentive payments and penalties for good
and poor performance, respectively, to correct performance problems, would be a
most useful tocl in moving in this direction.
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GAQ Recommendation

That the Secretary of HHS direct the Administrator of HCFA to use a Medicare
contractor budget development process that places more emphasis on the individual
circumstances of contractors than the formula~based cost caps. The process should
consider the input of the Medicare contractors in order to more realistically
determine the funds needed to sufficiently support program safeguards and assure an
adequate level of beneficiary and provider service activities.

Department Comment

We disagree. We already recognize individual differences in contractor budget
requirements by ineluding in the budget negotiation process adjustments for area
wages, bill mix, and levels of Part A reconsiderations. HCFA's regional offices have
the authority to make changes in contractor claims processing budgets to further
account for individual contractor circumstances. If a contractor has a reasonable
rationale for its inability to meet the budget target, the target can be negotiated.

Of course, any contractor has the right to leave the program if it believes the
funding level is too low. However, only one contractor out of 91 has made a
decision to leave the program. This would seem to illustrate that our budget
negotiation process is working as well as the fact that costs per c¢laim have been

substantially reduced.

GAQ Recommendation

That the Secretary of HHS direct the Administrator of HCFA to increase contractor
incentives for saving program benefit dollars above the minimum performance
standards during future revisions of the CPEP.

Department Cominent

We agree that additional incentives should be given to contractors to increase
program safeguard savings. In addition to the achievements concerning payment
safeguards listed earlier in the comments on the draft report's conclusions, we
intend to develop a program safeguard experiment to test the feasibility of funding
a contractor to achieve a maximum amount of trust fund savings. We will continue
to budget additional dollars for payment safeguard activities as long as we believe
additional savings are achievable. Funding is only constrained by the need to justify
the expenditure increase. We will continue to strengthen the potential for
recovering misspent dollars in future revisions of CPEP.

GAQ Recommmendation

That the Secretary of HHS direct the Adminisirator of HCFA to use existing

legislative authorities to remove consistently poor performing contractors from the

Medicare program.
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Department Comment

We agree. However, in view of the difficulties and resources required to replace
contractors, we believe maximum effort needs to be applied to correcting poor
performers.

The history of Medicare contract management actions is replete with examples of
contractors improving their performance trends following aggressive monitoring by
HCFA regional office and central office staff. It is in the Federal Government's
best interests to strive to assist a poorly performing contractor to better meet its
obligations to the beneficiaries and the provider community for prompt and accurate
service. In egregious situations we have nonrenewed poor performers with the
intent of providing improved service. OQur initial contract action must remain as
aggressive management techniques, applied in a fair and equitable manner, to
promote improved performance.

Nonetheless, we intend in FY 1986 to use the Section 2326 authority granted in
DEFRA to conduct cost competitions in Idaho and New Mexico.
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Table 1.1 contains a word-for-word copy of HHS' ‘“Technical Comments,”
which were included as an appendix to the agency’s comments. The
page numbers have been changed to correspond to the pages in the
report. Our evaluation follows each comment.
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Table 1.1: HHS’ Comments and Our Evaluation

Page

[T | . Sy ey

ane Commernt

Executive Summary: Results in Brief; Change in Method of
Contracting is Not Justified

2

Section 2326 does not appear to require that GAO study the
advantages of fixed- price contracting. (See the "Overview"
section of our comments.)

See pages 36 and 37 for discussion of this comment.

HCFA has not proposed a major change in contracting;
merely a removal of restrictions on use of one option— fixed-
price competition.

HHS' comment relates to our conclusion that a major change
in the method of contracting for intermediaries and carriers is
not justified because the competitive fixed- price experiments
have not demonstrated any clear advantages over the cost
contracts currently used. The removal of restrictions on the
use of fixed-price competition in administering the Medicare
program would be a major change requiring a change in
legislation.

Principal Findings; Competitive Contracting

3

Our calculations indicate that six of the eight experimental
contracts saved administrative costs. However, the point is
irrelevant because the contracts were undertaken in an
experimental mode from which we were able to influence the
overall efficiency of the contractor community.

Table 2.4 on page 29 shows that HCFA estimated that six of
the experimental contracts saved administrative costs. As
explained on page 28, we attribute the difference between
HCFA's estimates and our estimates to the methodology
used. We believe our methodology produces better estimates
because it better reflects the downward trend in unit costs of
the cost contractors and includes more relevant factors,
including inflation.

Because administrative cost savings has been a major
argument for using fixed-price competition in Medicare, we
do not consider cur analysis irrelevant. In its comments in
chapter 2, HHS sites the estimated administrative savings
during fiscal year 1986 for the fixed-price contracts as a major
reason for concluding that "'fixed- price contracting is
superior’ to cost contracting (see p. 86).

Contractor turnover is not necessarily a result of a
competition. (ncumbents often win, with the government
obtaining better terms. We do not agree that more resources
are required to manage fixed price contracts on a day to day
basis; clearly all contracts require management. All transition
and poor performer situations require a great deal of
resources—reimbursement mechanism is not a
distinguishing feature.

We did not conclude that all competitively awarded contracts
would result in contractor turnover. Rather, we said that
regular competition would increase contractor turnover.
Experience from the eight fixed- price competitions in the
Medicare program shows that six of the eight resulted in
contractor turnover. Of the other two, one involved a single
bidder (the incumbent), and the other was a recompetition.

Regarding the level of HCFA resources needed to manage
contracts, on page 25 we stated that there is very little
difference in resource requirements between cost contracts
and fixed-price contracts after the contracts are fully
operational (i.e., “‘on a day to day basis'). We alsc point out
that competitively awarded fixed-price contracts have
generally required more HCFA resources than the traditional
cost-type contracts during the transition and early operational
phases of the contract cycle. Further, the competitive
contracting process requires resources for activities not
needed in cost contracting—preparing requests for
proposals, holding pre-proposal conferences, evaluating
proposals, and awarding contracts. This is the basis for the
statement in the executive summary.
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Page

HHS comments

GAO Evaluation

We agree that all transitions require a great deal of resources,
but we believe the number of transitions would increase if
competitive fixed-price contracting were more frequently
used. With HCFA's resources declining, there may not be
adequate resources to manage more transitions.

Executive Summary: Principal Findings; Current Authority Sufficient
But Not Used as Intended

4

It is in the best interest of the Federal Government that every
effort be made to improve current contractors’ performance.
It should be kept in mind that Congress felt that the DEFRA
authority would act as an incentive to improve contractor
performance and reemphasize the need for nonrenewal of
long term poor performers which are deficient in terms of
efficiency, quality, and timeliness, not timeliness alone.

We agree that it is in the government's best interest to
improve current contractors’ performance.

While HCFA has reduced unit costs, we have allocated
additional resources to undertake considerable payment
safeguard activities in the areas of. medical review, audit and
Medicare Secondary Payer (MSP).

See pages 64-66 for a discussion of this comment.

Matter for Congressional Consideration

4

Section 2326 does not appear to allow HHS to use a limited
number of fixed- price competitions. (See the “Overview"
section of our comments.)

See pages 36 and 37 for a discussion of this comment.

Introduction

10

Section 2326 provides that GAQ is to study HCFA's ability to
manage competitive bidding for agreements and contracts
under Sections 1816 and 1842; therefare, it does not appear
to require GAO to study the advantages of fixed-price
competition. (See the “Overview'' section of our comments )

See pages 36 and 37 for a discussion of this comment.

Medicare Program Administration

1

GAO states that Sections 1816 and 1842 exempt the
Medicare program from the normal Federal procurement
rules. However, in two separate opinions, GAQ has previously
held that the Medicare contracts are subject to the standard
Federal procurement regulations. See, Letter to the
Chairman, Subcommittee on Intergovernmental Relations,
House Committee on Government Operations, January 8,
1974, B-164031(4) and Letter to the Secretary of Health,
Education and Welfare, April 20, 1977, B-164031(3).125. Thus,
GAQ is incorrect that the Medicare agreements and
contracts are not subject to the normal Federal procurement
rules.

GAQ inaccurately describes the requirements of Sections
1816 and 1842 of the Social Security Act. First, GAO
indicates that the Secretary is authorized 1o enter into
contracts with “insurance companies” under Section 1816.
However, Section 1816 authorizes the Secretary to enter into
agreements with national, State, or other public or private
agencies or organizations. Thus, the Secretary is not
absolutely limited to contracting with insurance companies.

Our statement that the Medicare law exempts the program
from normal federal procurement rules when contracting with
intermediaries and carriers was meant to apply to the rules
relating to competitively awarding contracts. We have
modified the applicable sentence to make this meaning clear.

HHS' comment about its authority to contract with other than
insurance companies to be intermediaries is technically
correct. However, because only insurance companies can be
carriers and only insurance companies are currently
functioning as intermediaries, we used the term insurance
companies to simplify the explanation of these provisions of
the law. We have added a footnote that points out that
intermediaries do nct have to be insurance companies.

Our characterization of cost contracts as involving no profit or
loss for the contractor is based on the original congressional
intent and was used to simplify the explanation of the law. It
was meant to convey the fact that cost contractors are not
supposed to make a profit from their Medicare work. Also,
before DEFRA, contractors were not supposed to suffer a
loss on their Medicare activities. We have modified the
sentence in question.
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Page HHS comments

GAQ Evaluation

GAO further indicates that Sections 1816 and 1842 "“call for
ihe use of cost reimbursement contracts under which the
contractors neither profit nor lose from carrying out Medicare
activities.”” However, nowhere do these sections use the
terms “'profit or loss.” They instead provide that the
Secretary shall pay as much of a Medicare contractor's cost
of administration as is determined to be necessary and
proper. Moreover, Section 2326(d) of DEFRA provides HCFA
with authority to reimburse inefficient contractors for less
than their actual costs.

Changes in Medicare’s Administrative Authorities

15 Although HCFA has not awarded any contracts under the
2326 authority to date, HCFA has devised a methodology to
identify the potential sites for competition and used this
information as leverage in the budget negotiations. We plan
to conduct cost competitions in Idaho and New Mexico in FY
1986.

HCFA's plans and methodology for using this DEFRA
authority are discussed in chapter 6 (see p. 81).

Change to Competitive Fixed-Price Contracting in the Medicare
Program Is Not Justified

20 HCFA believes that experimental fixed-price contracting has
contributed significantly to increasing the efficiency of
contractors in the Medicare pragram. HCFA has learned a
great deal from these experiments in terms of administrative
cost avoidance resulting in significant savings enabling HCFA
to process unprecedented workload volumes.

We agree that the authority to use competition has indirectly
contributed to the reduction of costs for all contractors and
discussed this on pages 30, and 79. Also, we agree that HHS
has learned from the competitive experiments and that the
knowledge gained can be applied under cost contracts to
achieve the potential advantages of competition. This is the
basis for our conclusion that the authority to use competitive
fixed-price contracting, on a limited basis, would give HCFA
added flexibility in administering the Medicare program (see
pp. 36 and 82).

21 Fixed-price contractors are just as easy to manage as cost
contractors. HCFA has considerable flexibility in dealing with
fixed-price contractors. This has been demonstrated not only
in terms of the numerous program changes that are required
by law but also in performance matters. Change orders not
only provide the needed flexibility when new program
requirements are introduced but also aid in overcoming
problems of performance beyond the contractor’s control.

For the reasons stated on page 21, we believe that because
of the differences between fixed-price and cost contracts,
Medicare has less flexibility under fixed- price contracts to
correct performance problems. For program changes that
result from changes in law or regulation, the contract change
order process should be adequate because fixed-price
contracts have provisions for dealing with such changes.
However, when a fixed-price contractor encounters
performance problems, it may not have a basis under the
contract to request a change order. Qur concern relates to
performance problem situations.

Performance Problems Have Occurred With New Contracts

23 The cited llingis |l error rate is for 1 quarter only. Such a rate
for a brand new contractor in its first operational period is
regrettable, but understandable because of transition issues.

The error rate for Hlinois |l represents the scoring for fiscal
year 1984 as shown. Because the contract became
operational in mid-year, we have changed the report to
identify the actual quarter in which the performance
evaluation was based. We have also updated the report with
recently obtained data, which show HCSC's payment error
rate decreased to 4.5 percent for the year ending June 1985
(the most recent data available). However, this error rate—
after over a year of operation—was the highest of any
Medicare carrier and was almest three times the national
average of 1.8.
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Competitive Contracts Require More HCFA Resources

24

It should be noted that all transitions require more resources )
during the transition phase for monitoring purposes.

We agree that transitions generally require increased
resources to insure a successful transition phase. Also, we
believe that the regular use of competition in Medicare would
increase the number of required transitions, thus putting a
strain on HCFA's declining resources.

25

There may have been some additional staff required for
earlier fixed-price contracts because they were experimental
and HCFA monitored them closely with higher standards and
semiannual rather than annual reviews.

All the fixed-price contracts in Medicare were considered
experimental. Also, the additional staff requirements were nat
limited to the “earlier’ experiments. The lllinois Il contract is
one of the most recent experiments to be awarded but
required a significant amount of HCFA staff resources during
the transition and early operational phase. The most recent
fixed- price contract, the tri-state, encountered problems
when it became operational in Octcber 1985 and wilk
probably require close HCFA monitoring until the difficulties
are resolved.

DEFRA Gave HCFA Additional Authority to Reduce Administrative

Costs

26

The point here is that DEFRA authority has resulted in
reductions of administrative costs for all contractors which
suggests that no contracter was optimally efficient. Medicare
contractors continued to make unprecedented break-
throughs not only in unit cost reductions but payment
safeguard performance. It should be kept in mind that fixed-
price contracting has had a salutary effect on the entire
contractor community’s unit cost as it indicates an
appropriate "market price."”

See page 63 for a discussion of this and related comments.

Also, we disagree that the claims processing unit costs for
the fixed-price contracts should be used as an indicator of
"an appropriate market price’’ for cost contractors. As
discussed in chapter 2, the contract award price in the fixed-
price contracts can be artificially low because (1) it may
represent a “buy-in" price rather than the true cost of quality
claims processing, (2) it may represent incremental rather
than total cost, and (3) it does not reflect the cost of
subsequent change orders. Thus, to use fixed-price contract
prices as standards for the cost contractors, without careful
analyses, could be detrimental to the accuracy of program
payments and the guality of services.

Most Recent Experiment May Be Less Attractive Than HCFA Believes

30

HCFA does not dispute that most fixed- price bidding is on
the basis of incremental cost. However, the savings are
nonetheless real and, as the draft report notes, are even
better than the marginal rate would predict. We believe this
additional savings comes from marketplace pressures. We do
not accept the analytical construct of combining the two
Massachusetts contracts into one. Moreover we will not allow
the tri-state contractor to allocate costs based on the total
workload. Any future hid will be determined by both the
current economic conditions and the contractor's perception
of possible competition.

Massachusetts Blue Shield is processing the claims of four
states—Maine, Massachusetts, New Hampshire, and
Vermont—using one claims processing system; thus, viewing
this as one operation seems reasonable. By viewing this
situation as two separate contracts, HCFA could miss an
important opportunity with this experiment—the opportunity
to evaluate the operation of the oniy regional claims
processing center in the Medicare program.
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Page

HHS comments

GAO Evaluation

Savings May Diminish With Recompetition

32

HCFA is aware of the potentially diminished returns of
recompetition. We do not want to be required to compete or
recompete. We want management flexibility. The
Government's interests are not harmed by buying-in and it is
a phenomenon which exists only in competitive contracting.

GAQ has issued a number of reperts pointing out the
dangers to the government when a contractor “buys-in" to a
competitive contract. For example, the experience of the
Civilian Health and Medical Program of the Uniformed
Services with fixed-price contracting has shown that when
new confractors "buy-in"' and experience problems, they are
sometimes financially unable to correct the problems and
satisfy the contract requirements. Some of these contractors
left the program or were terminated, necessitating additional
transitions and further disruption of services to providers and
beneficiaries. Another potential problem to the government
accurs when contractors "buy-in" but attempt to increase
payments they receive through subsequent change orders,
thus requiring careful administration of the change order
process.

32

Another significant reason for the decline in competition is
the advantage of incumbent contractors as evidenced in
lower transition costs. HCFA is attempting to deal with this in
several ways, most prominently by eliminating requirements
for data entry and claims processing within the competed
territory.

We agree that incumbent contractors generally have an
advantage in a recompetition. '

Program Improvements Under Existing Authority

34

| ast Sentence should read *. . . where three intermediaries
and two carriers jointly use one bill processing system and
one claims processing system.”’

We have changed the sentence to reflect that intermediaries
also participate in the consolidated claims processing
system.

Medicare Contractors Generally Oppose Competition

35

Periodic competition permits HCFA to validate its cost control
management through identification of the current
marketplace price for contractor services.

We agree with the comment, if the winning bid in a fixed-price
contract represents the true market price. However, the
contract award price can be artificially low because (1) it may
represent a “'buy-in" price rather than the true cost of quality
claims processing, (2) it may represent incremental rather
than total cost, and (3) it does not reflect the cost of
subsequent change orders.

35

HCFA's experience, most recently in Colorado, reveals that
there are significant limits on the results of negotiations
where a contractor believes itself to be irreplaceable in the
short run.

Necne.

35

We do not agree that high quality service to beneficiaries and
providers is Inevitably at odds with the concept of fixed-price
contracting.

We see a clear advantage in competitive fixed-price
contracting from three advantage points:

—it allows HCFA to determine the market price for claims
processing;

—it facilitates the consolidation of territories in order to
achieve greater economies of scale; and,

—it allows for improved services to our beneficiaries.

As discussed, fixed-price competition does not necessarily
determine true market prices. Also, the consolidation of
territories can be done under existing authority. We agree
that fixed-price competition could aliow for improved service.
However, the fixed-price contracts awarded to date have not
been used to remove poor performers, therefore, HCFA has
not demenstrated that perfarmance will improve.
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GAO Evaluation

Conclusions

35-36

Administrative cost savings are not the sole reason for
entering into an experiment. In the combined Colorado A/B
experiment it was not evan a significant reason. Further, the
provisions for profit and incentive payments where high level
performance is achieved make a rigid comparison with cost
contractors difficult. HCFA, also, profits from sharing in the
knowledge of various efficiencies developed by fixed-price
contractors attempting to maximize their profit.

We did not state that administrative cost savings was the
sole reasen for fixed-price experiments but only that it was an
important consideration for HCFA,

HCFA Inappropriately Used DEFRA Authority

48

HCFA recognized individual differences in the contractor
budget development process. Qur process included
adjustments for area wages, bill mix and levels of
reconsiderations. In addition, HCFA regional offices were
given the authority to negotiate shifts in the suggested
individual contractor budgets.

While HCFA considered the three factors mentioned in this
comment in setting the individual contractor claims
processing cost caps, there were many other important
circumstances that legitimately vary among contractors that
were not considered. As discussed on page 48, the formula
that HCFA used to establish the claims processing cost caps
did not account for contractor differences in workload growth
rates, levels of paperless claims processed, or percentages
of claims submitted by physicians.

Further, the authority given to the HCFA regional offices to
negotiate shifts in the cost caps was limited. HCFA's fiscal
year 1985 budget guigelines to the regional offices stated
that the regions could negotiate (1) budget caps below the
level established by central office and (2) a cost per claim
above that proposed by central office *'so long as it does not
exceed 2 percent more than the central office cap and total
of the regional FOP [budget] for claims processing is not
exceeded.” When one HCFA regional office questioned the
fiscal year 1985 claims processing cost caps set for the
regional contractors, HCFA central office officials responded
in a memo that, “While we appreciate your conceptual
problems with the reimbursement levels, we are unwilling to
grant exceptions unless a most extraordinary circumstance
exists.”

82

The GAO argument that cost caps should be applied only to
inefficient contractors is not our reading of the law. The
conference report does not state that reduction of costs
applies only to poor performers.

As discussed on page 47, we believe that the law and
accompanying conference report show that the Congress
was primarily concerned about the costs of inefficient
contractors. More importantly, however, we are concerned
about the way the cost reductions were made—HCFA's cost
cutting did not adequately consider individual contractor
circumstances (see p. 48) nor was it based on a true
standard of efficiency (see p. 63).

Exact Shortfall for Fiscal Year 1985 Difficult to Determine

50

Contractors were told that they should report their actual
costs incurred. There was no intent on the part of HCFA to
have contractors absorb the cost of operation.

As discussed on pages 50 and 51, we believe that
contractors were encouraged to absorb costs. Regardless of
the reason, however, it appears that contractors are
absorbing costs.
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Overall Budg

et Cuts Limit Funds for Program Safeguards

57-58

Because FY 85 was the first year of the MSP [Medicare
Secondary Payer] Initiative, budgeting was a difficult
process. We believed, however, it was best to give most of
the initial MSP funds to the intermediaries rather than carriers
because the expected return cn investment was much higher
(i.e., 3516 1 versus 15 to 1). Because we found that some of
our contractors, particularly carriers, were underfunded,
HCFA requested {and received) an additional $8 million in
contingency funds which was distributed to these
contractors.

The additional $8 million in contingency funds was not
released to HCFA until June 1985, leaving contractors little
time to plan for and effectively use the additicnal funds
before the fiscal year ended. Some contractors used the
additional MSP funds to “pay back” other budget categories,
such as claims processing, from which funds had been taken
to support M3P activities.

Services to Beneficiaries and Providers Deteriorating

59

The second indented phrase suggests that contractors have
been unable to improve the quality of their written
communications as required by the courts, due to budget
cuts. We take exception to this finding:

—Carriers completed a major improvement to the
Explanation of Medicare Benefits (EOMB) in FY 1983.

—Activities are underway to implement a court order in a
Gray Panthers suit which has only recently been issued: (1)
notice published in the Federal Register; (2) draft
implementing instructions issued to carriers; (3) funding set
aside in the FY 1886 budget; and (4) CPEP standards for
readability in place.

—HCFA has contracted for consultants services to improve
document format and simplify messages for ali forms that are
sent to Medicare beneficiaries.

We believe the information presented on pages 60 and 61
supports the statement in question. In addition, as discussed
on page 67, information available since our report was
drafted shows that the quality of carriers’ written
communication is deficient according to HCFA's standards.

61

The carrier in question was given an opportunity to request
funding in FY 1984, at the time the level of service
requirements were imposed. No request was received. This
indicated to HCFA that the P-20 standard could be achieved
without additional funding. The incremental cost associated
with increased inquiries generated by the participating
physician program was adequately funded, as reflected in
footnote 9.

The carrier also had the opportunity to request the funding
needed to meet the P-20 level in fiscal year 1985 (see p. 61),
but did not. This did not indicate that the P-20 standard could
be met. Rather, a HCFA regional office memorandum
indicates that, because of HCFA's emphasis on
administration cost, the contractor was “‘more concerned
with the consequence of exceeding the cost cap” than with
the quality of services provided to beneficiaries (see p. 61).

Conclusions

61-62

The draft report distoris the issue of payment safeguard
funding by not focusing on the real funding increases of over
2_vaercent per year since FY 82.

See pages 64-66 for a discussion of this comment.

HCFA Has Improved Its Ability to Measure Contractor Performance

68

We are pleased that GAO has recognized the improvement
HCFA has made in its Contractor Performance Evaluation
Program. With each year, CPEP has been strengthened, with
continued improvement expected.

None.
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GAOQ Evaluation

The Development and Evolution of CPEP

69-70

In order for an element to appear in CPEP, that element must
be considered important enough to the mission of HCFA that

nonperformance by a contractor should not be accepted.
Accordingly, we believe that the reference that an element

weighted 1 is "'least important”” and an element weighted 3 is

“moderately important” can be misinterpreted.

In describing the weighting of the standards, we stated that
the weights indicate the "relative importance' of each
standard. We did not intend to imply that contractor
nonperformance on any standards should be accepted by
HCFA and have madified our text to make this clear.

Additional CPEP improvements Are Possible

71-72

GAQ's findings are consistent with and support the
increased emphasis placed on payment safeguards in the
2326 performance ranking methodology and our

recommendation that the CPEP highlight payment safeguard

performance over the past couple years.

As stated earlier, we expect continued improvement of CPEP

with each succeeding year. The standards/ elements we set
are based on historical perspective and analysis of current
facts. As such, we do not concur that . . . CPEP does not

encourage contractors to do more than the minimum required

to save Medicare dollars, and in fact can penalize a
contractor for expending more effort in such areas.” The

examples cited are utilization review and Medicare secondary
payer, both requiring the contractors to expend 95 percent of

their aliotted funds. We believe that the argument advanced
that if a contractor was always required to spend 95 percent
of its funds it may reduce its return ratio to a failing level, is
inaccurate, In both examples, our studies and analysis show
that there are additional savings available and, at present,
the return of those savings is only constrained by the funding
limitation currently available to HCFA. Therefore, when a
contractor requests funding for a specific objective, HCFA
expects those funds to be expended as each expenditure
results in sizeable return of program payments. This is
extremely important in this day of tight monetary constraints.
We will, however, continue to monitor each of our CPEP
standards/elements to evaluate when we near the saturation
point. When that occurs, we will modify the performance

levels to prevent the potential problem cited from becoming a

reality.

We will continue to evaluate all potential payment safeguard
elements and add to CPEP any which will increase savings.
Payment safeguards, along with beneficiary services, have
been our main objectives in 1985 and 1986 and will continue
to be as we begin to develop our 1987 CPEP.

The examples given in the report are meant to illustrate
potential anomalies that could arise. We did not state that
they had actually arisen. The examples are meant only to
ilustrate an area that we believe HCFA should be aware of.
HHS' comments state that HCFA is monitoring the area and
that HHS agrees with our recommendation to increase
contractor incentives for saving program dollars in future
revisions of the CPEP standards.
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GAOQ Evaluation

HCFA Needs to Use Its Authority to Remove Poor Performing
Contractors

78 Evaluating poor performers in light of potential replacement

action has been a part of the Medicare contract management

process since its inception. It has been the driving force
behind the evaluation process regardless of how often poor
performers were actually replaced. In many instances, poor
performers have voluntarily withdrawn from the program to
save face and their reputation in the private sector before

nonrenewal action was effectuated.

None.

Contractor Performance Varies

76 GAQ supports our contention that, regardless of evaluation
tools (or formulas) used it is possible to identify "‘core”
contractors who are consistent poor performers.

HCFA Has Done Little to Terminate Poor Performers

None.

77 Credit should be given for contractors that ‘“‘voluntarily left
the program.” As in Louisiana, the role of HCFA in helping
contractors to understand our diverging interests is a major
factor here.

Fixed-Price Experiments Rarely Removed Poor Performers
79-81

price contracting because of its experimental nature. As to
Colorado, the major facet of this experiment was the testing
of truly integrated A/B operations, especially in the program
safeguards area. Savings were desired but in no way
essential,

None.

. . -
Removal of a poor performer per se was never a goal of fixed- The major point of this chapter of the report is that HCFA has

the ability to identify consistently poor performing
contractors, has the authority to remove them from the
Medicare program, and has had a number of methods—
including consclidations and the award of fixed-price
contracts—that could have been used to replace poor
performers. We point out, however, that HCFA has not used
either consolidations or fixed-price contracting for the
purpose. The HHS comment is consistent with our position.

HHS states that a major facet of the Colorado experiment
was the testing of an integrated A/B operations. We agree
that this was a major consideration. However, as stated on
page 79, another reason for initiating the fixed-price
experiment was the deteriorating performance of the
incumbent contractor which obtained the fixed-price
contract.

Matter for Congressional Consideration

82 Based on advice from our Office of the General Counsel, we

This issue is discussed in our analysis of HHS' comments on

have concluded that Section 2326 of DEFRA requires that the chapter 2 of the report (see pp. 36 and 37).

competitively awarded contracts be cost reimbursement
contracts. Thus, DEFRA does not allow us to use a limited
number of fixed-price competitions. If Congress extends the
Section 2326 contracting authority it should provide that
fixed-price contracting is permitted. (See the "Overview"
section of our comments).
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